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he publication of this report comes at a
Ttimely moment and provides a valuable

contribution to the understanding
of Kenya's competitiveness in the global
economy. Indeed, the Vision 2030 envisages
that Kenya will become a globally competitive
and prosperous middle-income country within
the next two decades.

Before the post-election violence in early 2008
that dealt a severe jolt to the economy, Kenya
was rapidly consolidating its position as a
regional economic powerhouse. In 2007, the
economy expanded by 7.1 per cent, marking
the fifth year of consecutive economic
expansion. However, the events following the
disputed presidential elections, coupled with
an unfavourable international environment,
have led to a downward revision of the
country’s growth prospects to about 1.5-1.9
per cent in 2008.

This report identifies the key economic
concerns, analyses the policy implications and
benchmarks Kenya's economic performance
against comparator and selected middle-
income countries. The broad areas that
are covered include: the macro and socio-
economic performance; selected sector
performance and policy issues; and the
medium-term prospects.

The Kenya Institute for Public Policy Research
and Analysis (KIPPRA) has been given the
statutory mandate to compile the report.

Foreword

KIPPRA is a public policy research institute
established underthe KIPPRA ActNo. 150f 2006
to develop human and institutional capacities
by undertaking economic forecasting, policy
analysis and research, and contributing to
the formulation of medium and long-term
strategic perspectives for the economic and
social development of Kenya.

In accordance with the KIPPRA Act, Part V
section 23(3), the Institute is required to
prepare and submit to the Minister in charge
of planning an annual report on:

(@) The performance of Kenya's economy
during the preceding financial year; and,

(b) The country’s economic prospects for the
next three financial years.

Upon submitting to the Minister, the report is
then tabled before the National Assembly as
soon as is reasonably practicable. This is the
inaugural report.

Like many other developing countries, Kenya
has faced unstable energy and food prices,
and the global financial crisis that could lead
to lower than projected medium-term growth.
However, the recent growth experience reveals
that, with a serious commitment to reforms,
the country can move towards realizing the
ambitious growth targets set in Vision 2030.
This report reviews the recent encouraging
growth trends, but also cautions against
complacency.

KENYA ECONOMIC REPORT 2009
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FOREWORD

xii

The theme of this report, building a competitive
economy, is in line with the Vision 2030, the
country’s development blueprint over the next
three decades. In addition to the key areas of
the mandate, the Institute will in each of the
subsequent annual reports include a special
policy thematic issue based on its research.

| hope that this and subsequent annual
reports will become a valuable contribution

to the understanding of the many economic
development challenges that face the nation.
Particularly, Thope that it will be useful to policy
makers, legislators and other stakeholders as
they work to create an enabling environment
to realize the national development goals
as envisaged in Vision 2030, as well as the
attainment of the Millennium Development
Goals.

Hon. Wycliffe Ambetsa Oparanya, EGH, MP
Minister of State for Planning, National
Development and Vision 2030
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his report analyses Kenya's recent
Teconomic performance, prospects for

the medium-term period 2008/09-2011,
and national competitiveness. In addition,
it benchmarks Kenya's performance against
comparator and selected newly industrialized
countries. In accordance with the KIPPRA Act,
it has been prepared in consultation with the
Ministry of Planning, National Development
and Vision 2030; Ministry of Finance; and the
Central Bank of Kenya.

Most of the data in the report covers the period
up to September 2008 and has not taken into
account the Kenya Economic Survey 2009.

In 2007, the Kenyan economy continued to
expand for the fifth consecutive year with a
sustained expansion that marked a break from
two decades of erratic growth and economic
stagnation. Economic growth accelerated from
2.9 per cent in 2003 to 7.1 per cent in 2007.
Before the political crisis beset the country
following the disputed presidential elections
of December 2007, the economy was projected
to continue on the expansionary trend and to
grow at 7.6 per cent in 2008. Indeed, the social
and economic disruptions and damage arising
from the political violence, coupled with an
unfavourable international environment, have
led to a downward revision of Kenya’'s economic
growth prospects to about 1.5-1.9 per cent in
2008.

The crisis dented Kenya’s international image
as a peaceful and prosperous nation. This
resulted in travel advisories against the country

Preface

and a down-grading of its sovereign rating,
which adversely affected tourism and access
to international capital markets. Heightened
insecurity arising from threats and activities of
armed militias led to an estimated 1,300 deaths
and internal displacement of 350,000 Kenyans.
The disruptions in Rift Valley Province also had
adverse effects on agricultural production in
2008. Atthe sametime, transportwas paralysed,
affecting distribution of commodities within
the country and the neighbouring countries.

On the international scene, the environment
is also not conducive. While the rise in
global energy and food prices in 2008 and a
slowdown in global growth due to the global
financial crisis will have a negative effect on
the Kenyan economy, high domestic food
prices pose serious challenges to recent
poverty reduction gains. Therefore, the nature
of the challenges gives rise to an alternative
scenario on Kenya's prospects for 2009; that is,
challenges in the management of the affairs of
the Grand Coalition Government to implement
the agreed reforms, coupled with worsening
global prospects, could result in low growth of
about 2.0 per cent in 20009.

There is now a growing consensus on what
needs to be done to return Kenya to the path
of stability and growth to realize development
goals such as the Millennium Development
Goals (MDGs) and Vision 2030, goals of
prosperity and improved living standards.
What is required is the will and innovativeness
to undertake the necessary policy reforms.

KENYA ECONOMIC REPORT 2009
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PREFACE

Xiv

The social and economic policy reforms that
the government has been implementing were
largely informed by the Economic Recovery
Strategy for Wealth and Employment Creation
(ERS) 2003-2007, unveiled in 2003 by the NARC
government. The year 2007 was the final year
of implementing the ERS and the beginning of
the development of Kenya Vision 2030 to guide
the country on political, economic and social
transformation between 2008 and 2030.

The Vision 2030 provides the overall policy
framework that should lead Kenya to attain the
status of a newly industrialized country by the
year 2030.The economy is envisaged to expand
at a sustainable annual average rate of about
10 per cent up to 2030. The path of growth is
anchored on three pillars, namely economic,
social and political. Under the Economic
Pillar, six critical sectors have been identified
for coordinated policy action, namely: (1)
Agriculture; (2) Manufacturing; (3) Wholesale
and Retail Trade; (4) Business Services; (5)
Tourism; and (6) Financial Services. While the
Social Pillar aims at building a just and cohesive
society, enjoying equitable social development
in a clear and secure environment, the Political
Pillar aims at ensuring that Kenya develops an
issue-based, people-centred, result-oriented
and accountable democratic political system.

Vision 2030 will be implemented through
five-year medium-term rolling plans, the first
covering the period 2008-2012. The Vision
2030 recognizes the critical importance
of developing a globally competitive
and prosperous nation. The concept of
competitiveness as used in this report relates
to the policies, factors and institutions that
enhance growth and productivity of Kenyan
enterprises without supplanting the long-term
public policy goals of growth, equity, poverty
reduction and environmental protection. It
encompasses the consequences of political,

foink—

Dr. Moses Ikiara
Executive Director
KIPPRA
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social, technological, environmental, and legal
and regulatory factors on the accumulation and
productivity of the country’s national assets,
both tangible and intangible. The political crisis
of early 2008 indicates clearly that political
stability and social cohesion are critical to any
competitiveness strategy that the country may
wish to pursue. Competitiveness is, thus, multi-
dimensional and cannot be reduced to a single
factor or 'recipe’

The report is organized into four parts. In
both Parts | and Il, Kenya's performance is
evaluated in comparison with ‘peer’ countries
and those countries that Kenya aspires to catch
up with. The ambition of the report is to be
tracking this relative performance regularly
to ensure that the country gains ground on
the ‘bigger’ economies. While Part | reviews
the macro and socio-economic performance
of the Kenyan economy, Part Il analyses the
state of the economy at the sector level using
selected sectors, including agriculture, trade,
manufacturing, financial services, tourism and
environment. Part Il presents the projected
medium-term prospects for the economy
covering the period 2008-2011. The analysis of
the prospects takes into account the impact of
the political crisis. Part IV provides a synthesis
of the key issues in Kenya's competitiveness
and suggests policy options for making the
country globally competitive.

Although this year's report coincides with
the Medium-Term Plan (MTP) 2008-2012 for
Vision 2030, subsequent reports will continue
to monitor Kenya's policy and economic
performance against ‘benchmark’ countries.
This particular report attempts to provide an
independentassessmentofpolicy performance.
The overall message is that the country has
much to do. The challenges are enormous and
the country has a long way to go if it is to catch
up with the middle-income countries.

(Utiss-s-t=-

Prof. Agnes W. Mwang'ombe
Chair, Board of Directors
KIPPRA
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Executive Summary

Macroeconomic and Socio-
economic Performance

Macroeconomic Performance

There has been a remarkable improvement
in Kenya's economic performance in the
last five years up to 2007. It is only in 2006
and 2007 that per capita income of Kenyans
exceeded the levels registered in 1997. Vision
2030 targets a GDP growth of 10 per cent per
annum, which implies that Kenya's income
per capita would double by 2018. In addition,
sustainable growth, as envisaged in the Vision,
requires that the growth strategy takes into
account social and environmental concerns.
In the recent past, only a handful of countries,
mostly oil-producing, have been able to grow
at a double digit rate. Kenya's growth target is,
therefore, ambitious and cannot be realized
and sustained without a keen commitment to
reforms.

Analysis of the recent growth in GDP reveals
that although there has been some increase
in external demand for Kenyan products,
growth has largely been supported by
increase in domestic demand, especially
private consumption and investment. The key
challenges to growth in exports include: lack of
diversification, low value exports and supply-
side constraints related to the investment
climate. Concomitant with the strong growth
in aggregate demand is an emerging trend of
increasing savings-investment deficit, fiscal

deficit and current account deficit. This calls
for balanced growth in aggregate demand
and the potential or capacity of the economy
to produce goods and services. In this regard,
there is need to refocus efforts towards the
supply constraints in the different sectors
of the economy and to adopt policies that
exploit and enhance domestic inter-linkages
in the economy and further boost productivity
growth.

Despite recent improvements in investment
growth, Kenyahasoneofthelowestinvestment
rates among comparator countries. The key
challenges to improving the investment
climate include insecurity, corruption, poor
infrastructure (including roads and energy/
electricity), and limited access to credit by
small and medium enterprises.

Estimates on growth in productivity reveal
that total factor productivity (TFP) has
played a significant role in the recent growth
performance, growing at about 2.6 per cent
between 2003 and 2006 compared to an
average of about -1.0 per cent between 1990
and 2000. The key prerequisites to increasing
productivity include improving the investment
climate, developing infrastructure, research
and development, and development of human
skills.

The high cost of food, energy and transport
pushed inflation from 10.5 per cent in 2005 to
14.5 per cent in 2006, before declining to 9.8
per cent in 2007. However, during the first five
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Although the
government can
increase national food
reserves to help stabilize
prices in the short
run, it should provide
incentives to increase
output and productivity,
including production of
traditional foodstuffs in
the medium and long-

term period.
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months of 2008, inflation increased to 31.5 per
cent. Between 2006 and 2007, about three-
quarters of direct increases in overall inflation
were due to changes in food prices. Kenya still
suffers high food deficits and hunger. Given
that the poorest proportion of the population
spends a disproportionately high share of
income on food, this population segment is
affected the most by food price inflation. In this
regard, it is clear that relying on the traditional
monetary policy instruments to control
inflation would be insufficient in realizing and
maintaining overall price stability. The post-
election violence that disrupted economic
activity, coupled with rising international
food and energy prices in 2008, exacerbated
the situation. Although the government can
increase national food reserves to help stabilize
prices in the short run, it should provide
incentives to increase output and productivity,
including production of traditional foodstuffs
in the medium and long-term period.

Kenya needs to mobilize sufficient resources
to finance the development process. Although
the savings rate has improved in the recent
past, it remains low compared to comparator
countries and the medium-term targets. The
key challenges relate to sustaining growth,
enhancing development of financial services,
generating public savings and realizing
a demographic transition that reduces
dependence on the working population.

Kenyahasunderperformedinattractingforeign
direct investment (FDI). Indeed, it has not
regained its regional leadership, which was lost
in early 1990s. In the past, FDI has suffered from
such factors as poor infrastructure (including
roads, telecommunications and electricity),
corruption, high cost of borrowing, crime and
insecurity, poor economic performance and
low investor confidence due to intermittent
commitment to reforms.

The flow of foreign remittances into the
country has been increasing remarkably over
time and stood at about Ksh 42.5 billion (or
US$ 611 million) in 2008. There are several
options to encourage remittances and exploit
its potential, which include encouraging flows
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through the formal system by enhancing
affordability,improved reporting, encouraging
transfers through cell phone encryption and
even considering issuance of Diaspora bonds.

Governance and Public Expenditure
Management

It is now widely recognized that good
governance contributes positively to the
realization of national development goals. It is
an integral part of the development strategy
as outlined in the ERS and in Vision 2030 and
its five-year medium-term plan. In 2005, Kenya
undertook a detailed governance survey under
the NEPAD Africa Peer Review Mechanism
(APRM) covering political governance and
democracy, economic governance and
management, corporategovernanceandsocio-
economicdevelopment.Theoverarchingissues
that were identified are: managing diversity
in nation building; transformative leadership;
implementation of national development
plans and strategies; constitutional review;
poverty and inequality of wealth distribution;
land; corruption; gender equity; and, youth
unemployment. Today, these issues still
remain key challenges in Kenya's development
process. The aftermath of the political crisis in
early 2008 has provided the opportunity to
refocus attention on governance issues.

The Grand Coalition Government’s policy
agenda as contained in the Report of the
National Accord Implementation Committee
(NAIC) pledged a new constitution in 12
months; enhanced war against corruption
by establishing a Truth and Reconcilliation
Commission to bring to closure past corruption
crimes; legislation to prohibitany form of ethnic
discrimination; and reforms to enhance service
delivery.The key challengeis to ensure effective
working of the Grand Coalition Government
to deliver the agreed pledges. Some of these
reforms require commitment at the political
level. It is advisable that the NAIC continues
to review and monitor progress. To enhance
predictability, transparency, accountability,
participation and commitment to reforms,
progress reports should be laid before the
National Assembly on a regular basis.
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An assessment of the country’s governance
performance based on the World Bank’s six
aggregate governance indicators (namely
voice and accountability, political stability,
government effectiveness, regulatory quality,
rule of law, and control of corruption) reveal
that by 2006/07, substantial progress had
been made on voice and accountability
and government effectiveness. However,
the country’s ranking on political stability,
regulatory quality and rule of law dropped.The
post-election violence of early 2008 is likely
to see the country’s ranking on governance
drop. Kenya should utilize the opportunity and
undertake deep and sustainable governance
reforms. Indeed, the overall level of corruption
inKenya remained largely unchanged between
2004 and 2007, underlining the urgency for re-
assessment of the country’s anti-corruption
strategy.

The government has been undertaking
reforms to strengthen public expenditure
management (PEM). The key achievements
include introduction of a results-based
management system and strengthening of
the legal framework for public expenditure
management. However, various challenges
remain that need immediate attention.

At the national level, the legal framework for
budget formulation and preparation remains
weak. There is need for an Organic Budget law
that clearly spells out roles and responsibilities
of different players in the budget formulation
and preparation process. The budget law
should be harmonized with the Fiscal
Management Bill. The major challenge facing
the current decentralization framework is lack
of a clear policy backed by a supportive legal
framework. As a result, the administrative
infrastructure  for planning, budgeting,
oversight and monitoring and evaluation
remains weak, leading to wastage, duplication,
inefficiencies and corruption.

Efforts should also be made to strengthen
the PEM systems at the sub-national level by
developing a clear decentralization policy that
has alegal backing and effective administrative
infrastructure. The implementation of public

finance management reform programme
needs to be strengthened to bring the system
to international standards. Performance
contractingneedstobereviewed,strengthened
and anchored within the MTEF budget system.
The monitoring and evaluation function needs
further strengthening, especially at the sub-
national level.

Population dynamics and socio-
economic performance

Kenyaisstillattheearly stagesofademographic
transition characterized by a large proportion
of youths resulting in high dependency ratio,
currently estimated at about 84 per cent. In the
1980s and 1990s, the country was undergoing
a demographic transition when fertility and
death rates declined, leading to reduced age
dependency, large working age population
and slower population growth rates. Fertility
rates declined from 8.1 per cent in the late
1970s to 4.7 in the late 1990s. However, data
from the 2003 Kenya Demographic and
Health Survey indicate that this transition may
have halted prematurely, with fertility rates
estimated at about 4.8 per cent in 2000-2003.
This period was also associated with declining
health standards as shown by indicators such
as infant and child mortality rates, vaccination
coverage and adult and maternal mortality.

Therewere notableimprovementsinthe health
standards between 2005 and 2007. However,
there is room for more rapid progress as the
country’s performance on health indicators
remains below those of many comparator
countries. Public expenditure resource
allocations to health have increased in recent
years, but they remain below the levels
recommended by World Health Organization
(WHO) and even the Abuja Declaration. Thus,
demographic dynamics have important
implications for public expenditure policy
especially in relation to provision of education,
health and other services to a large cohort
of children and youth dependent on a
smaller proportion of tax-paying or working
population. Failure to effectively provide for
the population will mean failure to equip the
next generation with the relevant skills and
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sustainable governance
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The country has a
comparatively low
education index, implying
that a big proportion of
the Kenyan labour force
has not attained basic
education and skills and/
or requisite technical
skills and knowledge
necessary for improved
labour productivity,
competitiveness and

innovation.
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health necessary to meet future challenges
in leadership, employment, entrepreneurship
and parenthood.

Kenya's average annual labour force growth
of about 3 per cent in the period 1990-2005
is one of the highest among the comparator
countries.The policyimplicationis thatcreation
of jobs should expand at least at the same
rate to forestall increases in unemployment.
There are four key employment challenges,
namely a rapidly growing labour force, high
youth unemployment, the problem of the
working poor and under-employment. The
unemployment challenges call for a concerted
and sustained effort aimed at searching for
and implementing innovative and realistic
solutions.

The country hasa comparatively low education
index, implying that a big proportion of the
Kenyan labour force has not attained basic
education and skills and/or requisite technical
skills and knowledge necessary for improved
labour productivity, competitiveness and
innovation. The highest level of education
completed by majority of Kenyans (86.4%)
is primary education, followed by secondary
education (25.0%), pre-primary (9.5%), and
university (1.2%). Countries such as South
Africa and Mauritius have a higher education
index reflective of relatively high overall gross
enrolmentrate(primary,secondaryandtertiary)
and adult literacy levels. There is, therefore, an
urgent need to improve education in Kenya,
especially access to quality education at post-
primary education, and learning achievements
at all education levels.

Recent reforms in the education sector are
bearingfruit. Forinstance, access to education at
alllevels, internal efficiency and genderequityin
terms of access to primary education improved
nationally. However, regional disparities exist,
with low enrolment rates observed in ASAL and
urban informal settlements. North Eastern and
Nairobi provinces continue to experience the
lowest enrolment rates.

Internal inefficiency is of major concern.
Based on the 1994-2006 cohorts, about 70 per
cent of pupils enrolled in Standard 1 in 1994
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progressed to Standard 5, while only 53 per
cent made it to Standard 8 and 22 per cent to
Form 1. In the 2006/07 academic year, only 4.4
per cent of Form 4 students were admitted to
local universities, implying low retention rates.
The transition rate between Standard 8 and
Form 1 was about 41.7 per cent in 2002 and
59.7 per cent in 2006. Most Asian countries
have been able to maintain higher post-
primary enrolment rates due to automatic
promotion policy and external and internal
efficiency of their education systems. There
is need to address the socio-cultural factors
constraining access.

Kenya's poverty levels declined in 2006/07
but there are significant differences within
and across provinces. Moreover, although the
proportion of the population living in poverty
has declined, the number of those living below
the poverty line is estimated to have increased
from 13.4 million in 1997 to about 16.6 million
in 2006. Although inequality situation in Kenya
has improved over the last couple of years, it
remainsa policy concern.Analysis of household
consumption expenditure distribution reveals
that the poorest 10 per cent (1%t 10%) of rural
households control only 1.63 per cent of the
total expenditure, while the richest 10 per
cent (10" 10%) control 35.9 per cent of total
household expenditure.

Selected Sector Performance
and Policy Issues

Agriculture

The agricultural sector contributes about 24
per cent of GDP and about 19 per cent of the
formal wage employment. An estimated 60 per
cent of all households are engaged in farming
activities, and 84 per cent of rural households
keep livestock. Through linkages with agro-
based sectors and associated industries, the
sector also indirectly contributes a further 27
per cent to the country’s GDP. Agriculture is
also key to national food security.

Given the importance of the sector to the
economy, its dismal performance especially
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on productivity has remained of much policy
concern. The sub-optimal performance of the
sectorismanifestedinlowlevelsofemployment
and incomes, regional inequalities, and food
insecurity. The rise in food prices and hunger
in the country further exposes a vulnerable
sector that is unable to respond rapidly to rise
inincentives. The high national inflation makes
the situation worse; the food component
constitutes over 50 per cent of overall inflation,
meaning that stable food supply is critical
for macroeconomic stability. However, the
national food price stability cannot be realized
in the context of highly unstable world market
prices unless Kenya controls a substantial
degree of the food supplies domestically.

Competition for agricultural products for
production of bio-fuels poses a new challenge
to food production, although accrued income
may lead to more food security. Local factors
that constrain agricultural production include
over-reliance on rain-fed agriculture, erratic
droughts and floods, not withstanding
high production costs and lack of access to
credit. The post-election crisis has worsened
agricultural productivity in the affected areas.

The government's strategy for the development
and transformation of the agricultural sector
is outlined in the Strategy for Revitalizing
Agriculture (SRA), 2004-2014 and the first
Medium Term Plan (MTP) for implementation of
Vision 2030. The key policy goals include raising
agricultural productivity through increased
resource allocations, exploiting irrigation
potential, commercializing agriculture, reviewing
comprehensively the legal and policy framework
for agriculture, and improving governance in key
agriculture institutions, especially cooperatives
and farmer organizations.

The development of arid and semi-arid areas
(ASALs) remains a major challenge. Despite
the country having only 17 per cent of its land
as arable, its large livestock potential remains
largely unexploited. Indeed, the country’s
livestock sector contributes 10 per cent to GDP,
about42 percentoftotal agricultural outputand
about 30 per cent of all marketed agricultural
output. More than 60 per cent of Kenya’s

livestock is found in the ASALs and employs 90
per cent of the local population. The formation
of the Ministry of Development of Northern
Kenya & Other Arid Lands is a realization of
this unexploited potential. Related to the
development of ASALs, and rain-fed agriculture
in general, is the need to developing risk
management instruments. Worth noting,
however, is that despite challenges of under-
development of the livestock sector, the
Ministries of Livestock and Fisheries have only
absorbed, on average, about 40 per cent of their
allocated budgets in the last five years. With the
planned increased investment in the livestock
sub-sector, there is need to ascertain the major
constraints that have previously limited use of
allocated funds.

Land sub-division and lack of a comprehensive
land use policyisalso an outstanding challenge
for rural development. Special attention is
needed to address problems of pastoral land
tenure relations with agro-based farmers as
it has implications for sustained agricultural
development.

Manufacturing

Kenya's manufacturing sector contributes
about 10.0 per cent of GDP and in 2007
accounted for 8.8 per cent of growth in
GDP. The sector accounts for about 14.0 per
cent of wage employment, mainly in food
processing, beverages, textiles, garments,
wood processing, furniture and fabricated
metal. The government’s policy framework for
the sector is outlined in the National Industrial
Policy (NIP) that was completed in 2007.

The NIP identifies 12 sub-sectors whose
industrial policies will be implemented within
the framework of the Master Plan for Kenya's
Industrial Development (MAPSKID). The Vision
2030 also identifies manufacturing as a key
sector for Kenya's growth and development.

The main concern about manufacturing in
Kenya is that the sector’s contribution to GDP
has been stagnant for decades. Although the
sector has shown signs of recovery and growth
in recent years, the performance has been
lower than that of the East African countries,
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particularly Uganda and Tanzania. The size
of the sector is small compared to the newly
industrialized countries such as Singapore,
Malaysia and Indonesia. For instance, in 2006,
Indonesia’s share of manufacturing value added
to overall GDP was at least twice that of Kenya.

The structure of Kenya's manufacturing sector
shows that processing of food commodities
and refining of petroleum products are the
main industries in terms of value added.
Thus, manufactured exports mainly comprise
agro-processed products. Consequently, the
country faces the challenge of transforming
the industrial base from traditional industries
to high technology-based manufacturing.
Whereas Export Processing Zones have
been successful in propelling growth of the
manufacturing sector in South-East Asia, Kenya
has been less successful in garments and textiles
due to lack of competitiveness. There is need to
analyze the backward linkages associated with
the Africa Growth Opportunity Act (AGOA), and
particularly the revival of the cotton industry, to
inform further reforms.

Another concern is that improved output
growth in the manufacturing sector has not
been associated with strong employment
creation. Except for garments/textiles and
rubber and plastic sub-sectors, other sub-
sectors experienced declining proportion
of manufacturing employment between
2002 and 2007. Countries with more
diversified economies that give premium
to manufacturing machinery and high
technology-based products have experienced
high labour productivity and employment
growth. Some of the key challenges facing
the sector include: lack of consistent
transformation  and  diversification  in
manufacturing industry; lack of coherent
industrial policies; and, weak investment
climate including infrastructure, security and
corruption. The areas that require immediate
attention in the manufacturing sector include
provision of incentives to stimulate production
of intermediate products, particularly those
with export potential; encouraging sub-
contracting and other forms of alliances
between local firms and multinationals;
and improving the investment climate and
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supporting value addition in agro-processing
industries.

Micro and Small Enterprises

The micro and small enterprises (MSEs) sector
contributes about 18 per cent of GDP in Kenya.
Further, the sector accounts for 87 per cent of
all the new jobs created and it employs 77 per
cent of the total number of employees in the
country. In addition, the sector accounted for
85 per cent of the total number of employees
in the manufacturing sector and 47 per cent of
the manufacturing firms in 2005.

The main concern is to improve the MSE sector
so that it can contribute more to GDP and
employment creation. In the short run, there
is need to create a conducive environment for
MSE growth by reducing the cost of starting
business and business registration. However,
in the long run, the MSE sector must be
integrated into therelatively larger firms within
production and marketing arrangements
beneficial to both categories of firms.

The performance of the MSE sector is hindered
by a number of factors, including inaccessibility
tofinancial services, deficienciesin technicaland
management skills, dilapidated infrastructure,
and increasingly volatile input and output
markets. There has been a slow rate of capital
formation and minimal investment activity in
Kenya's small-scale manufacturing firms. The
immediate policy issues include improving
coordination of MSE activities, reducing the
costs of doing business, encouraging formation
of business linkages, and promoting creativity
and innovation among MSEs.

Trade

Trade has been identified in Vision 2030 as one
of the key drivers towards industrialization.
Indeed, many new industrialized countries in
East Asia used export orientation as a key driver
towards industrialization. These countries
shifted from export of agricultural goods to
export of manufactured goods, and the share
of their exports to world exports increased
significantly. Although Kenya's value of exports
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has been increasing over time, the country
has remained predominantly an exporter of
agricultural products.

Many of Kenya'’s exports are not competitive in
the world market, as they are semi-processed,
less diversified and concentrated in a few
markets. They also go to those markets that
offer preferential treatment. For example,
clothing and textile products go to the USA
and EU, through AGOA and Cotonou trade
agreements, respectively.

The main challenges facing Kenya's export
competitiveness are supply-side constraints
and low technological development and
innovation. To achieve industrialization
through export-led growth, Kenya has to add
value to its exports, diversify into more export
products and markets and address supply-side
constraints. There should be a coordinated
policy action to shift the export structure
towards export of manufactured products.

Although the deficit in merchandise trade has
been increasing over time, trade in services
has enjoyed a surplus, with exports of services
outweighing the imports. This is mainly due to
strong performance in tourism.

Wholesale and retail trade provides more
opportunities for employment. Most of the
employment is found in the informal sector,
which is relatively well distributed across
the country and, therefore, is a key driver in
reduction of poverty and unemployment.
However, the sector has not received
proper attention and suffers from lack of an
appropriate regulatory framework, inefficient
supply chain due to poor infrastructure, lack
of adequate access to market information and
poor access to finance.

Tourism

Tourism is a key economic sector in Kenya. It
contributes about 5.0 per cent of GDP and 4.0
per cent of total employment. However, the
tourism sector, which includes backward and
forward linkages, contributes 11.6 per cent of
GDP. In 2007, tourism revenue grew by 16.4
per cent and remained the leading foreign

exchange earner with estimated earnings of
Ksh 65.4 billion and 1.82 million international
visitors. Consequently, tourism is recognized in
Vision 2030asakey sectorinthetransformation
of the country into a middle-income status.
The tourism goal in Vision 2030 is for Kenya to
become a top-ten long haul destination in the
world.

Tourism development has largely been guided
by policies outlined in the Sessional Paper No.
8 of 1969; hence, the need for a new policy,
which was identified in the early 1990s.
Subsequently, the Tourism Master Plan was
developed in 1995, but it was not adopted.
Effortsinitiated in 2002 led to the development
of a draft policy and a bill, both of which are yet
to be finalized. Kenya's budgetary allocation of
US$ 5.4 million for tourism marketing is small
compared to other major destinations such as
Malaysia (US$ 117.9 million), Singapore (US$
89.5 million), South Africa (US$ 70.2 million),
Egypt (USS 48.0 million) and Tunisia (US$ 43.1
million). Likewise, Kenya’'s marketing spending
per tourist is among the lowest.

In spite of increased tourism earnings and
average length of stay, per capita tourist
expenditure in Kenya is low compared to
other destinations, including Tanzania, Tunisia,
Malaysia and Mauritius. Data on average
room rates indicate that there is over-supply
of accommodation especially for 1 to 3-star
hotels, thus contributing to comparatively
lowerroomrates. Park entry feeisalsorelatively
low. In fact, Kenya is classified as a cheap
destination and is ranked number 15 out of
130 countries. While Tunisia and Morocco are
short haul destinations from the European
tourist generating countries, South Africa is a
long haul destination like Kenya and stands
out as the main competitor destination.

Tourism activities are largely concentrated in
the coast region (63%) followed by Nairobi
(20%). This pattern of high concentration
indicates that income and employment
benefits from tourism are unevenly distributed.
Economic benefits accruing from wildlife are
also unequally distributed, with community
benefits typically accounting for only a small
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In spite of increased tourism
earnings and average length
of stay, per capita tourist
expenditure in Kenya is
low compared to other
destinations, including
Tanzania, Tunisia, Malaysia
and Mauritius. Data
on average room rates
indicate that there is over-
supply of accommodation
especially for | to 3-star
hotels, thus contributing to
comparatively lower room
rates. Park entry fee is also
relatively low. In fact, Kenya
is classified as a cheap
destination and is ranked
number 15 out of 130

countries.
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The full potential of
the financial services
sector has not been
exploited due to a
number of challenges.
These include limited
accessibility to banks’
financial services, with
only 19 per cent of the
bankable population
utilizing formal financial
services, and large
interest rate spreads.
The recent wave of
pyramid schemes is a
threat to the stability of
the sector as they have
gone down with millions
of depositors’ money.
Inadequate legal and
regulatory framework is

still a major constraint.

XXVi

proportion of the total value of wildlife. For
instance, it has been estimated that the local
community benefits from the Maasai Mara are
less than 1 per cent of the total revenue; that
is, despite the high concentration of tourism
at the coast and the Maasai Mara, these areas
have a high poverty incidence. There is need,
therefore, for concerted capacity building to
improve business, entrepreneurial and labour
skills, and avail concessional credit to get
the local communities more involved in the
sector.

Kenya faces various challenges in realizing
the full potential of the tourism sector. These
include low competitiveness with regard
to infrastructure; lack of an effective policy
environment and lower number of developed
heritage sites; slow issuance of work permits
in the tourism industry; relatively high
levels of taxation in the tourism industry;
negative publicity due to insecurity; and,
environmental degradation and congestion.
Immediate policy attention should be focused
on these challenges. There is need, therefore,
to fast-track the finalization of the tourism
policy and Bill and increase investment in
tourism infrastructure, increase expenditure
allocations, and increase concerted capacity
building for local communities.

Financial services

The financial system plays an important role in
the development process, particularly through
the financial intermediation process. In recent
years, the sector’s performance has improved
as manifested in increased profitability
and financial deepening. There have been
efforts to improve the legal and supervisory
role, particularly with efforts towards
accommodating the informal sector through
legislation of the Micro Finance Act, 2006.

However, the full potential of the financial
services sector has not been exploited due to
a number of challenges. These include limited
accessibility to banks’ financial services, with
only 19 per cent of the bankable population
utilizing formal financial services, and large
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interest rate spreads. Information asymmetry
in the lending environment remains a big
challenge in the analysis of credit risk. The
recent wave of pyramid schemes is a threat to
the stability of the sector as they have gone
down with millions of depositors’ money.
Inadequate legal and regulatory framework is
still a major constraint. For instance, the Anti-
money Laundering Bill is yet to be enacted
and, in spite of enactment of a law to deal
with bouncing cheques, the problem persists
and undermines the confidence of using the
cheque payment system.

Several challenges impede full development
of the capital market. These include a limited
menu of financial instruments, with equities
and bonds being the only products traded in
themarket;entry barriersfortheinformal sector
and small and medium-scale enterprises; and
laxity in enforcement of anti-fraud measures
particularly in the brokerage industry.

The other financial institutions are not
contributing fully to the financial sector
development due to various constraints. The
SACCOs are constrained by poor marketing
strategies and low capital base, while the
insurance market is still under-developed,
with penetration of the service remaining low.
Also, awareness on unit trusts as alternative
financial products remains limited and there is
still a glaring gap in the provision of long-term
finance as the existing development finance
institutions are facing a myriad of problems.

Therefore, there is need for:

«  Enhanced competition to help reduce
interest rate margins;

«  Vigilant establishment of credit bureaus
to effectively mitigate risks and eliminate
information asymmetry;

« Improved financial education on the
diversity, availability and costs of various
financial products beyond the usual
advertisements and sale of such products;

+  Review of the existing policy on bouncing
cheques to seal loopholes;
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« A conducive legal and administrative
framework to promote the development
of bonds market in Kenya;

«  Diversification of financial instruments in
the market to provide investors with more
risk diversification opportunities;

«  Development of an alternative market
to cater for small, medium and growing
companies, which otherwise do not meet
the Capital Market Authority requirements
for listing;

«  Comprehensive review of the Capital
Market Authority supervision strategies;

«  Demutualization of the Nairobi Stock
Exchange to improve on its efficiency;

«  Development of the insurance industry
to make it offer multiple and attractive
products that enhance coverage of all
sectors and regions in the country; and,

«  Fasttracking of astrategy for development
finance institutions (DFls).

Environment and natural resources

Kenya is facing key environmental challenges
that include deforestation, soil erosion,
desertification, loss of biodiversity, water
scarcity and degraded water quality, poaching
and domestic and industrial pollution. An
analysis of various natural resources including
land, water, wildlife, forestry, fisheries,
biodiversity and climate reveal different
challenges that require immediate policy
attention. This is critical to ensuring that the
country’s socio-economic development is
sustainable.

Land management faces various challenges,
including high inequality in ownership,
weak legal and administrative framework for
resolution of land ownership disputes, long
and cumbersome process of registration of
land and transfer of ownership, and lack of a
coherent land policy. Due to the limited nature
ofarableland,increasedagriculture production
needs to rely increasingly on productivity
growth rather than expansion of land under
cultivation. The initiatives on land policy,

land cover and land use mapping should be
concluded by 2012 as planned in order to help
address some of these challenges.

Kenyaisawater-scarce country, with renewable
fresh water per capita at 647 m? against the
United Nations recommended minimum of
1,000 m3. It is, therefore, critical to conserve
the country’s five major ‘water towers: Mt
Kenya, Aberdare Ranges, Mau Complex, the
Cherangani Hillsand Mt Elgon. Water resources
are under threat from agricultural chemicals,
urban and industrial wastes, and from use
for hydroelectric power. Available data reveal
that the levels of water pollution have been
increasing.

There are also considerable disparities in access
to water. In the ASALs, the average access to
safe water is estimated at below 40 per cent
compared to the national average of over 70 per
cent. Only 7.8 per cent of Kenya’s households
have access to piped water in their dwellings. In
most rural parts of the country, people obtain
their drinking water from untreated surface
and/or ground resources. Thus, Kenya needs
to make large investments in upgrading and
extending water supply systems to increase
access to 80 per cent by 2015.

There is increasing generation of solid, liquid
and gaseous waste in most urban areas, mainly
duetoeconomicactivitiesand urbanization, but
most local authorities lack adequate disposal
infrastructure. Only 40 per cent of the wastes
are collected and disposed of in designated
sites. Overall access to improved sanitation in
Kenya is expected to reach 96 per cent (96%
urban and 89% rural) by 2015, but it currently
stands at about 46 per cent. The key challenges
include: low levels of investment; lack of a solid
waste management policy; old and dilapidated
infrastructure; unsustainable water and land
use policies; growing pollution; degradation
of rivers, lakes, wetlands and catchments; and
water use conflicts due to inadequate access.

Kenya'’s forested area declined from 6.5 per cent
in 1990 to 6.2 per cent in 2005, way below the
international benchmark of above 10.0 per cent.
Thekeychallengesincludedeclining outputdue
to resource degradation and over-exploitation,
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An analysis of various
natural resources including
land, water, wildlife, forestry,

fisheries, biodiversity and
climate reveal different
challenges that require
immediate policy attention.
This is critical to ensuring
that the country’s socio-
economic development is

sustainable.
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funding, and systematic and periodic excision
of forests.

Kenya has diverse and abundant wildlife
resources, but about 70 per cent of the wild
animals live outside the protected areas
and are the main source of serious human-
wildlife conflict. The underlying challenges
for the wildlife sub-sector include inadequate
incentives for private conservation as wildlife
belongs to the state, human-wildlife conflicts,
and inequality in the distribution of benefits.

The production of fisheries faces challenges
such as Sanitary and Phyto-Sanitary Standards
(SPSS) in international trade, weak governance,
and open access (inadequate set of property
rights).

Kenya has a varied biodiversity resource base
that provides food, fuel, wood, medicines and
income from tourism. However, currently there
is need to establish a legal and regulatory
framework to regulate access to genetic
resources.

Finally, climate change effects are increasingly
becoming apparent mainly in the form of
recurring droughts and floods, increasing
intensity of droughts, and changing weather
patterns. It is, therefore, crucial that Kenya
mainstreams adaptation to climate change and
other environmental issues into development
planning.

Medium-Term Prospects

The economic prospects for the medium term
will depend on both domestic and external
factors. On the domestic front, effective
implementation of the Grand Coalition
government  policy agenda, including
maintaining macroeconomic and political
stability, is important in restoring investor
confidence following the post-election
violence.

As for external factors, Kenya is a small open
economy sensitive to international factors. The
key factors that have immediate effect on the
Kenyan economy include movements in the
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international energy and food prices and the
slowdown in the global economy due to the
global financial crisis.

The prospects for 2008 were largely affected
by the aftermath of the political violence that
caused economic and social disruptions, and
developments in the international economy.
The sectors most affected by the post-election
violence were tourism and agriculture. The
high international energy and food prices and
the global financial crisis have contributed not
only toinflationary pressure but also to the slow
growth of the economy.

During the first quarter of 2008, there was a
significantdropintouristarrivalsfromkey source
markets. For instance, tourists from UK dropped
by 55 per cent, US by 43 per cent and Germany
by 57 per cent. The outlook for tourism will
depend on domestic reform efforts, the global
financial crisis, and the impact of piracy on
maritime tourism. These factors combined led
to a downward revision of growth projections
for 2008 from an earlier 7.6 per cent before the
political crisis to 1.5-1.9 per cent.

The economy is projected to recover in
2009/10 subject to effective implementation
of the government'’s policy agenda, favourable
weather conditions and a stable external
environment. GDP growth is expected to
grow by 2.0-2.5 per cent in 2009 and improve
further to 3.1-3.9 per cent in 2010. However, the
medium-term macroeconomic prospects are
subject to risks and uncertainties related to the
depth and length of the global financial crisis,
ability to maintain political stability, the weather
outlook, ability to secure effective funding of
the budget and effective implementation of
the reform programme.

Thekey challengesand prioritiesforthe medium
term relate to maintaining macroeconomic
stability through prudent fiscal and monetary
policy. Price stability is critical in the short
and medium-term prospects. Commitments
to address supply-side constraints in the key
sectors of the economy need to be adhered to,
and especially food production and agricultural
productivity, and the other Vision 2030 priority
sectors. Improved investment climate and
effective public expenditure management are
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critical in the growth process. Political stability
is necessary to restore investor confidence.
Effective implementation of the Grand Coalition
government policy agenda is, therefore, critical
in the short and medium term.

Substantial investments in the education
sector are required to cope with high
enrolments. Recent reforms in the education
sector, including free primary education and
subsidized secondary education, coupled with
improvements in efficiency, are expected to
result in high enrolment rates. Primary school
enrolment is projected to increase from 7.5
million pupils (5% enrolled in private schools) in
2006 to about 8.8 million pupils (6% in private
schools) by 2010. Secondary school enrolment
is projected to rise from 1.03 million students
(8.5% enrolled in private schools) in 2006 to
about 2.3 million (7% in private schools) in
2010.

Making Kenya a Globally
Competitive Economy

The Kenya Vision 2030 aims to create “a
globally competitive and prosperous country
with a high quality of life by 2030" Part IV of
this report examines how the concept of
competitiveness is applied, its drivers, and the
key competitiveness challenges that Kenya
faces. The term competitiveness is defined
variously but covers both price/cost and non-
price dimensions. The price dimension includes
unit labour costs and real effective exchange
rates. The non-price definitions emphasize
such aspects as technology, design, quality,
efficiency and productivity. Other approaches
use composite indexes that combine different
aspects of competitiveness into one index, for
instance the World Economic Forum’'s Global
Competitiveness Index (GCl), and UNIDO’s
Competitive Industrial Performance Index
(CIPI).

The definition of competitiveness adopted here
is ‘holistic’ and relates to the “set of institution,
policies and factors that determine the level
of productivity of a country” (World Economic
Forum 2007/08). Simplified definitions have

merit but they may hide the key underlying
factors and information from interested stake
holders and policy makers. Competitiveness
alsorelates the consequencies of political, social,
environmental, technological and regulatory
regimes to the accumulation and productivity
of national assets.

The Global Competitiveness report 2007/08
ranks Kenya number 10 in Africa, ahead of
neighbours Uganda and Tanzania. However,
Kenya compares unfavourably against the East
Asiannewlyindustrialized countriesinsuchareas
as: the quality of institutions, macroeconomic
stability, market sophistication, infrustracture,
and technological readiness.

Kenya ranks low in global competitiveness
based on the GCI as well as the CIPL
Although Total Factor Productivity increased
between 2003 and 2006, comparative labour
productivity levels remain low especially
compared to the high performing Asian
economies. This implies that a worker in East
Asia produces more output per hour than his/
her counterpart in Kenya.

The key factors that determine a nation's
competitiveness include social and political
stability, an efficient and predictable legal
system, macroeconomic stability and an
enabling microeconomic environment,
especially improved infrastructure, efficient
regulatory framework, skilled manpower,
efficient government services and processes,
clusters and technological readiness. Some
scholars believe that nations compete in
offering an enabling investment environment
for businesses to invest and grow.

The major challenges facing Kenya’s overall
competitiveness include ensuring social
and political stability following the disputed
December 2007  presidential  election,
continued investment of basic social
economic infrustracture, building an efficient
and effective legal system and enhancing
the rule of law. Other challenges are in
business registration and licensing, security,
macroeconomic stability, property rights,
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regulation, skills development, corruption,
finance, enhancingtechnologyandinnovation,
and development of infrastructure.

This report explores only four key drivers
of competitiveness, namely: education and
training, business environment, technology
and innovation, and physical infrastructure.
These are among the key challenges that have
been identified in recent Investment Climate
Assessment (ICA) surveys of the World Bank.

Education and training increases the
efficiency and productivity of individuals
entering the labour markets. There has been
an improvement in education performance in
recent years. However, Kenya still ranks poorly
in basic and advanced human capital compared
with countries that it aspires to catch up with.

The country has under-invested in human
capital development, especially at technical
and other tertiary levels. The key challenges
for Kenya include low transition rates between
schools levels, low and declining tertiary
education enrolments especially in technical
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subjects, declining quality of industrial
training, lack of coherent policy framework for
technical education and vocational training,
and a mismatch between firm labour needs
and the skills in the market. There is scope for
developing a framework for public-private
partnership in provision of training.

The business environment needs urgent
upgrading especially with regard to business
regulation, procedures and licences, service
delivery by public institutions, law and order
and resolution of commercial disputes.
Infrastructural development should remain
a key concern for policy makers, while
efforts need to be directed at improving
technological readiness, especially innovation
and adoption/adaptation of improved
technologies. The Cluster Development
Strategy (CDS) is increasingly being adopted
as an economic tool for improving growth and
competitiveness. It is, therefore, advisable that
the country considers the use of this strategy
in its development efforts.






Macroeconomic Performance

1.1 Economic Growth

Kenya's economic performance has witnessed
remarkable improvement in the last five years
up to 2007, with growth in real GDP estimated
at about 7.0 per cent in 2007, the highest in
the last two decades. Nevertheless, the gap
between Kenya's economy and those of the
high performing East Asian countries has
widened tremendously since the country’s
independence in 1963. Figure 1.1 shows a
comparison of per capita income between
Kenya and some of the East Asian countries—
South Korea, Malaysia and Singapore.

At the time of independence, the level of
income enjoyed by the average Kenyan was
almost similar to that enjoyed by the citizen
of the East Asian high performing economies.
Then, Kenya's per capitaincome was estimated
at US$ 108, while that of South Korea stood at
about US$ 119. By 2006, however, the latter’s
income per capita was about 28 times larger. In
addition, while Singapore’s per capita income
was about four and half times that of Kenya in
1964, this had widened to slightly more than
46 times by 2006.

Figure 1.1 underlines the magnitude of the
challenge that the country faces if it were to
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close the gap. Indeed, the main question is:
What is it that South Korea, Singapore and
other ‘Tiger’ economies have done to create
this widening disparity? What has Kenya failed
to do to account for the widening gap?

In the 1980s and 1990s, the Kenyan economy
was characterized by stagnant and erratic
growth. Following the implementation of the
Economic Recovery Strategy (ERS) 2003-2007,
economic growth accelerated considerably.
The ERS, published by the government
in 2003 as Economic Recovery Strategy for

Figure 1.1: Per capita income (in US$) in 1964 and 2006
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Figure 1.2: Trends in real GDP per capita in Kenya, 1997-2007
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Wealth and Employment Creation, 2003-2007,
identifies the private sector as the engine of
growth. Using the strategy, the government
sought to: maintain macroeconomic stability;
improve investment climate; restructure public
expenditure to support growth; ensure equity
and poverty reduction measures; improve
public service delivery; carry out financial
sector reforms; and develop infrastructure and
the productive sectors of the economy.

However, it is only during 2006 and 2007 of
ERS implementation that per capita income
exceeded the levels registered in 1997, as
illustrated in Figure 1.2. Again, this speed
underlines the magnitude of the growth
challenge facing the country’s target of
becoming a middle-income economy by 2030
(Kenya Vision 2030 envisages that by the year
2030, Kenya will have become anindustrialized
middle-income country). To achieve this, the
government targets a GDP growth rate of 10
per cent perannum, which implies thatincome
per capita would double by 2018.

In the recent past, only a handful of countries
have been able to grow at a double-digit
rate. For instance, between 2006 and 2007
in Asia, the fastest growing economies were
China and India at an average rate of 11.2

2002 2003 2004 2005 2006 2007
Year

per cent and about 9.5 per cent per annum,
respectively. In South America, Venezuela
grew at about 9.3 per cent. In Africa, Sudan,
Angola and Equatorial Guinea have grown
at double-digit levels after discovering
new oil fields. Ethiopia is the only non-oil
exporting sub-Saharan African country that
has been growing at double digit, mainly
due to high infrastructure investment and
commercialization of agriculture. However,
its growth is now threatened by high inflation
and vulnerability to drought.

Going by the above analysis, Kenya's growth
target is seemingly ambitious and cannot
be realized and sustained without serious
commitment to reforms. Moreover, if growth
is erratic then it will be difficult to realize the
time-bound goals.

Vision 2030  envisages  sustainable
development. In this regard, the growth
strategy has to take into account social and
environmental concerns. Social concerns
relatetopovertyandincomeinequalityandare
discussedindetailinChapter2. Environmental
concerns include deforestation, water and
land quality, air pollution, biodiversity and
declining fisheries. These are the subject of
discussion in Chapter 10.
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1.2 Sector Contributions to
Growth and Economic
Transformation

The economic transformation envisaged in
Vision 2030 should be reflected in sector
composition in total output. According to
economic histories of many countries, the
agricultural sector dominates in total output
and employment creation at the early stages
of growth. Its contribution declines gradually
as the role of industry expands. After industry,
the next stage is dominated by services.

Available data reveals that many Newly
Industrialized Countries (NICs) of Asia went
through this process. Industrial development
in Kenya has, however, stagnated with the
sector’s share in total output remaining at
about 12 per cent for decades. In the Asian
NICs, the share of output from the industrial
sector increased to about one third. Although
Kenya has the largest manufacturing sector in
East Africa, it reflects under-performance even
when compared with Egypt and South Africa.
The key challenges that have hampered
industrial development in Kenya-especially in
manufacturing-include high production costs,
lack of transformation, and a weak industrial
policy framework. The policy itself has been
characterized by lack of effective interventions

Figure 1.3: Sector contributions to GDP growth

targeted at promoting industrial expansion
and a conducive investment climate (see
Chapter 5).

The economicgrowth registered between 2003
and 2007 has been broad based, as illustrated
in Figure 1.3. During this period, the services
sector contributed about 45 per cent of
growth in GDP, with the key sub-sectors being
transport and communication, wholesale and
retail trade, and hotels and restaurants. The
agricultural sector, which includes forestry
and fishing, accounted for about a quarter of
GDP but contributed about 18 per cent to its
growth. Industry contributed about 17 per
cent to growth in GDP at market prices.

Interconnectedness between sectors, both in
terms of backward and forward linkages, is an
important feature of the economy. A backward
linkage indicates the extent to which a sector
consumes or buys inputs from other sectors
of the economy, while a forward linkage
indicates the extent to which a sector sells
its outputs to other sectors of the economy.
Sector analysis provides information that is
useful for policy purposes as it helps not only
in understanding the interconnectedness, but
also in the identification of the sectors that
have the highest impact on economic growth.
Table 1.1 contains information on backward
and forward linkages of the various sectors of
the economy.
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According to the table, the construction,
wholesale and retail trade, and the transport
and communication sectors have the highest
level of backward linkages in the economy.
Manufacturing, transport and communication,
and financial services (which include real
estate and business services) have the highest
level of forward linkages. Although, overall,
the manufacturing sector does not have
strong backward linkages, within the sector,
the bakery and confectionary and leather and
footwear sub-sectors exhibit strong linkages.
It is important to note that agriculture, which
includes forestry and fishing, has the lowest
level of backward linkage. This indicates that
the sector is less integrated with other sectors
in relation to the purchase of its key inputs
such as fertilizer, chemicals, and agricultural
equipment and tools. There is need, therefore,
to develop industries that supply agricultural
inputs to enhance the impact of the sector in
overall economic growth.

Analysis of the recent growth in terms of
aggregate expenditure components of GDP
reveals that although there has been positive
growth in external demand for Kenyan
products (exports), the bulk of GDP growth
has been supported by growth in domestic
demand, especially with regard to private
consumption and investment (Figure 1.4). In
effect, the contribution of net exports of goods
and services to GDP growth has been on the
decline, which is reflected in a growing current
account deficit. Indeed, there is a notable
deterioration of trade and current account
balance between 2004 and 2007 attributable
to stronger growth in imports than exports,
owing to the high income elasticity of imports
so that an increase in gross domestic income
leads to a disproportionate increase in
imports. This situation has been exacerbated
by high international oil prices, appreciation
of the Kenya shilling against the major hard
currencies, and deterioration in terms of trade
(ratio of export price index to import price
index).

Using current account deficit as a measure
to assess the growth strategy, it is inevitable
to conclude that the export-led strategy

Table 1.1: Backward and forward linkages of the various economic sectors

Sectors Backward Linkages
Agriculture 1.294
Mining and Quarrying 1.653
Manufacturing 1.476
Electricity and Water 1.368
Construction 2.020
Trade 1.840

Transportation and Communication 1.752

Restaurant and Hotels 1.463
Financial Services 1.468
Public Administration 1.658
Education 1410
Health 1.387
Other Services 1.483

Forward Linkages

1.365
1.012
4914
1.230
1.067
1.329
1.846
1.378
1.688
1.083
1.001
1.000
1.358

Data Source: KIPPRA estimates - Social Accounting Matrix (SAM) 2003

emphasized in the ERS and in Vision 2030 is
yet to be realized. The challenges to export
growthinclude lack of diversification, low value
exports and supply-side constraints, which are
discussed in Chapter 7.

As noted above, investment has continued
to play an important role in GDP growth. Its
efficiency as measured by incremental capital
output ratio (ICOR) has also been improving.
Figure 1.5 shows that although investment
rates have been increasing in the recent past,
the current level remains below the ERS target
of 24 per cent and the Vision 2030 target of 30
per cent.

Despite the recent improvements, Kenya has
one of the lowest rates among the comparator
countries as shown in Figure 1.6. In 2006, the
economy recorded an investment rate of 19.0
per cent of GDP compared with Uganda’s 23.0
per cent, 32.0 per cent in Ghana and 34.0 per
centin India. China registered a rate of 45.0 per
cent in the same period. The key challenges
to improving the investment climate include
insecurity, corruption, poor infrastructure
(including roads and energy/electricity), and
limited access to credit by small and medium
enterprises.
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Figure 1.4: Contribution of domestic demand to GDP growth (%)
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Figure 1.5: Investment as a percentage of GDP
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Figure 1.6: Cross-country comparison of fixed investment as % of GDP, 2006
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Moreover, there is an emergent trend of
increasing savings-investment deficit, fiscal
deficit and current account deficit, which calls
for the need to balance growth in aggregate
demand and the potential or capacity of the
economy to produce goods and services. To
achieve growth in a stable macroeconomic
environment, growth in domestic demand
should not out-pace domestic production
capacity. There is, therefore, need to support
productivity-enhancing measures, re-orient
policy towards more investment and savings,
address production constraints in various
sectors of the economy, adopt policies that
exploit and enhance domestic inter-linkages
in the economy, and ensure that fiscal and
monetary policy remains prudent. Efforts
towards encouraging external demand of
Kenya's products, such as regional integration
and various trade arrangements, should also
be enhanced.

Total Factor Productivity (TFP) is the other
important source of growth in total output
or GDP and is a key element in national
competitiveness. According to the World
Development Report 2005, between 1960
and 2000, 45-90 per cent of cross-country
differences in GDP growth were attributable
to TFP growth. Studies on Kenya indicate that
the country did not realize sustained growth
in TFP in the 1980s and 1990s (World Bank,
2007). It grew at an average of -1.0 between
1990 and 2000 and, therefore, the main
source of aggregate economic performance
was accumulation of real inputs-human and
physical capital.

Recent estimates of growth in TFP, however,
reveal that it has played a significant role in
GDP growth, growing at about 2.6 per cent
between 2003 and 2006. The key challenges
to productivity growth are discussed in Part IV
of this report and include investment climate,
infrastructure development, research and
development, and skills development.

Kenya has recognized the importance of
productivity and has started to establish
the relevant institutional framework. An
example is the Productivity Centre of Kenya

(PCK), which was established in 2004 to
mainstream productivity improvement in the
national development planning process by,
among other things, developing a national
productivity strategy. According to Vision
2030, Kenya ought to achieve an annual TFP
growth of 2.5 per cent.

The other important source of growth is
investmentinhuman capital; thatis,education
and training. Investment in human capital
makes labour more adaptable, efficient and
productive. It is, therefore, important to
provide basic skills to Kenyan workers through
basic education and to ensure well-being
through provision of better healthcare.

Although there have been remarkable
improvements in enrolment in primary
and secondary schools, human capital

development in Kenya faces challenges
that include inadequate funding for early
childhood education and tertiary training,
weak links between education investment
and labour market needs, low enrolments
in engineering and science disciplines, lack
of regional and gender equity, and internal
inefficiency. Indicators on well-being/health
declined in early 2000. Life expectancy, for
instance, declined from about 62 in the 1980s
toabout 45 in 2002, but it is estimated to have
increased to about 55 per cent in 2007. Data
from the 2003 Kenya Demographic and Health
Survey indicates that between 2000 and 2003,
there was a decline in health indicators such
as infant and child mortality rates, vaccination
coverage, and adult and maternal mortality.
These challenges are discussed in greater
detail in Chapter 3.

1.3 Inflation and Exchange

Rates

1.3.1 Inflation rate

Low and stable prices are critical for the
achievement of sustainable growth. Higher
cost of food, energy and transport pushed
inflation from 10.5 per cent in 2005 to 14.5 per
centin 2006, and slowed down to 9.8 percentin
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The Kenya government
policy of increasing
national food reserves
is timely in helping to
stabilize prices. However,
in the medium to long-
term, the government
should provide incentives
to increase productivity
and encourage
production of traditional
foodstuffs, and include
some of these in the

national food reserves.

2007. Core inflation, which excludes the three
items-food, energy and transport-averaged
about 5.4 per centin 2005, 3.9 per cent in 2006,
and 5.4 per cent in 2007. However, during the
first five months of 2008, inflation increased to
double digit, reaching 31.5 per cent in May.

An analysis of the components of inflation in
the overall household consumption ‘basket’
reveals that food inflation is the major direct
contributor to overall cost of living as measured
by changes in the Consumer Price Index (CPI).
This is partly due to the large share of the item
in the overall basket. Food inflation increased
from 7.3 per centin 2005 to 12.2in 2006, before
declining to 7.6 per cent in 2007. Between
2006 and 2007, about three-quarters of the
direct increase in overall inflation was due
to increases in food prices (Figure 1.7). Given
that the poorest proportion of the population
spends a disproportionately high share of
their income on food, then food price inflation
affects the poorest of the society more than
the rest of the society.

The goal of monetary policy is to ensure
low and stable prices. The Central Bank of
Kenya implements monetary policy aimed at
maintaining core inflation below 5.0 per cent.
Since the monetary policy target excludes

food, it is clear that relying on the traditional
monetary policy instruments would be
insufficient in realizing and maintaining overall
price stability.

Options available for mitigating inflation
include active stabilization of food prices and
subsidizing food production. However, some
countries such as Egypt that have relied on
subsidies are finding it difficult to sustain them
in the face of increasing global prices. Thus,
the Kenya government policy of increasing
national food reserves is timely in helping to
stabilize prices. However, in the medium to
long-term, the government should provide
incentives to increase productivity and
encourage production of traditional foodstuffs,
and include some of these in the national
food reserves. Some of the key constraints
facing agricultural growth are the subject of
discussion in Chapter 4.

When analyzed against comparative and catch-
up countries, Kenya has been a poor performer
in inflation management (Figure 1.8). Between
2000and 2006, the countryrecorded anaverage
inflation rate of 8.9 per cent, while countries
such as Singapore, China and Malaysia all
recorded rates below 2.0 per cent. Within the
East Africa Community, Kenya still fared poorly

Figure 1.7: Key direct contributors to overall inflation in Kenya, 2005-2007
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compared to Uganda and Tanzania, which
recorded overall inflation rates of 4.7 per cent
and 3.7 per cent, respectively. It is important to
establish the nature of inflation and develop
appropriate measures to reduce it.

1.3.2 Exchange rate

Kenya has maintained a flexible market-
determined exchange rate, which has
appreciated in recent years. Between 2004
and 2007, the shilling (the country’s unit of
currency) appreciated against the US dollar
andtheEurobyabout17.0 percentandagainst
the Sterling pound by about 7.6 per cent. The
real effective exchange rate (REER)," which is
an indicator of external competitiveness, has
also appreciated by about 32.0 per cent over
the same period. This implies that Kenya has
been losing export competitiveness (Figure
1.9) and may partly explain why export-led
growth strategy has not been realized.

The appreciation of the Kenya shilling is
explained by the recent surge in foreign
exchange inflows, mainly remittances from
Kenyans in the Diaspora, tourist receipts and
short-termcapitalinflows. Thekey prerequisites
tomaintainingacompetitiveexchangerateina
regime where the exchange rate is flexible and
market-determined are low domestic inflation,
high productivity and effective management
of high financial inflows.

1.4 Savings, Foreign
Direct Investment and
Remittances

1.4.1 Savings

Kenya needs to mobilize sufficient resources
to finance the development process. The
country’s savings rate increased from 10.1 per
centin 2003 to about 16.0 per cent in 2006, but
this is estimated to have declined to 13.6 per
cent in 2007 (Figure 1.10). Since the medium-
term target is to raise savings rate to 25-28 per
cent, the fall in savings rate in 2007 should be
of concern.

Figure 1.8: Average inflation rate for selected countries,
2000-2006
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Figure 1.9: The shilling’s real effective exchange rate
(REER 2001=100)

120

1:: ——_
T~

60

Ksh

40

20

0
2001 | 2002 | 2003 | 2004 = 2005 ' 2006 ' 2007

Year

Data Source: KIPPRA computations

Available comparable data on savings rate
indicate that Kenya has under-performed
when compared to other countries as shown
in Figure 1.11. In 2006, the country had a
savings rate lower than those of Ghana, Egypt
and Uganda, which recorded 27 per cent, 22
per centand 15 per cent, respectively. The East
Asian NICs are able to save up to about one
third of their GDP.

The key determinants of savings are income
levels, rate of income growth, financial
infrastructure, government policy and
demographic factors, especially levels
of dependency. The recent improvement
in Kenya's savings rate is mainly due to
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Figure 1.10: Savings and investment as a percentage of GDP for Kenya, 2002-2007
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Figure 1.11: Gross savings as a percentage of GDP for selected countries, 2006
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improvement in income levels and economic
environment. However, the demographic
transition that had started to take place in
Kenya in the 1980s and 1990s appears to
have halted the improvement, thus denying
the country the window to boost savings.
Although the financial sector can play an
enhanced role in savings mobilization, the
sector is facing numerous challenges, key of
which are analyzed in Chapter 9.

In Figure 1.11, China has the highest gross
savings where enterprises (as opposed to
households and government) have continued
to account for the largest share of the increase
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in investment since the late 1990s. They
accounted for about three quarters of the total
gross capital formation in 2005 and half of the 5
percentagepointsof GDPincreaseininvestment
since the late 1990s. Unlike the 1990s, the non-
state enterprise sector has been the key driver
behind the recent investment surge. Foreign-
invested enterprises (FIEs) account for a small
share of investment, and foreign capital is only
a small share of investment financing.

A study conducted by Barnett and Brooks
(2006) established the following as the drivers
of investment in China:
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«  Liquidity or availability of funds (i.e.
profits retained by the firm), implying
that firms’ decision to invest is driven
by more than just current profitability

+  Rising household incomes
. Low real interest rates

«  Good infrastructure and massive
investment in the real estate
segment

«  Housing and bank reforms

The Indian economy has proven to be highly
attractive todomestic and foreigninvestments.
The country’s domestic investments have
been cited as the propelling force towards the
country's attainment of self-sustained growth
through rapid industrialization. An IMF survey
on capital inflows has established the following
drivers of investment in India:

«  Risingincomes
«  Robust business confidence

«  Buoyant corporate profits, although
Bhattacharyya (2008) has established
that internal liquidity (retained earn-
ings) is relatively more important
than profitability in firms’ investment
decisions

« Increased demand in the external
market

1.4.2 Foreign Direct Investment

Kenya has under-performed in attracting
Foreign Direct Investment (FDI) and has not
regained the regional leadership it lost in
the early 1990s. FDI inflows increased from
USS 21 million in 2005 to USS$ 51 million in
2006, which remains relatively low compared
with other countries as shown in Figure 1.12.
For example, in 2006, Uganda and Tanzania
attracted FDI worth U$ 377 million and U$
307 million, respectively.

Both foreign and domestic investment in
Kenya suffered in the 1980s and 1990s due
to a combination of factors that include poor
infrastructure (roads, telecommunications

Figure 1.12: Foreign direct investment stock as a
percentage of GDP for selected countries, 2006
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Figure 1.13: External remittance inflows to Kenya, 2004-
2008
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and electricity), corruption, high cost of
borrowing, crime and insecurity, poor
economic performance, and lack of investor
confidence due to weak commitment
to reforms (Government of Kenya, 2003;
UNCTAD, 2005).

1.4.3 External remittances

The flow of foreign remittances into Kenya
has been increasing remarkably over time as
shown in Figure 1.13. In 2008, remittances
stood at Ksh 42.6 billion or US$ 611 million. In
2006, available data reveals that remittances
exceeded foreign direct investment and
were more than half the amount of net

KENYA ECONOMIC REPORT 2009
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Overseas Development Assistance (ODA)
that the country received. During this year
(2006), Nigeria was the largest recipient of
remittances in Africa with about US$ 3.3
billion. Kenya was nevertheless among the
top ten recipients in the continent.

Cross country studies on remittances indicate
that they can have an important impact on
poverty reduction. In effect, a number of
countries are undertaking measures to make
remittances more effective. These measures
include encouraging flows through the
formal financial sector as opposed to informal
systems (e.g., hawala), making formal systems
affordable, improving on reporting,> and
encouraging cellphone encryption technology
as has been used tofacilitate transfers between
OECD countries and other countries such as
Zambia and Philippines. In Mexico, there is a
government financial institution, Sociedad
Hipotecaria Federal, through which long-term
financing and partial mortgage insurance to
providers of peso-dominated loans is made
available. The loans are provided to emigrants
for house construction. Another potential
channel for exploiting Diaspora resources is
through issuance of Diaspora bonds, as used
in India and Israel (Ketkars and Ratha, 2007).

1.5 Conclusion

In 2007, Kenya's economy recorded the best
performance in decades. Real GDP growth
reached 7.0 per cent, and is correlated to
political reforms, strong evidence that
political processes matter for development.
Performance on other macroeconomic
parameters  (inflation rate, investment
rate, foreign direct investment, total factor
productivity and remittances) was also
impressive.However,severalchallengesremain.

KENYA ECONOMIC REPORT 2009

Among these key challenges are escalating
inflation (especially in the first half of 2008),
low investment rate and FDI stock as a per
cent of GDP, low savings rate and a slowdown
of the savings rate in 2007, and appreciation
of the real exchange rate. In addition, the
bulk of GDP growth has been supported
by growth in domestic demand, especially
private consumption and investment, with the
contribution of net exports declining in recent
years.

For Kenya to build a globally competitive
economy and thus achieve rapid, sustainable
and shared growth, these challenges have to
be addressed in a relentless and concerted
manner. In order to achieve growth in a
stable macroeconomic environment, growth
in domestic demand should not out-pace
domestic production. There is, therefore, need
to support productivity-enhancing measures,
re-orient policy towards more investment
and savings, address production constraints
in various sectors of the economy, adopt
policies that exploit and enhance domestic
inter-linkages in the economy, and ensure that
fiscal and monetary policy remains prudent.
Efforts directed towards encouraging external
demand of Kenya’s products, such as regional
integration and various trade arrangements,
should also be enhanced.

End notes

'This is a trade-weighted exchange rate that takes
into account movements in overall domestic
and foreign prices. The overall consumer price
index (CPI) is used to represent domestic price
level.

2 For instance, World Bank data indicates that in
2004, Kenya received US$ 620 million while the
corresponding figure from the Central Bank of
Kenya is US$ 338 million, almost a half (www.
sitesources.worldbank.org/introspects/resources).



Governance and Public
Expenditure Management

2.1 Governance

Good governance is now widely recognized
as a positive contributor to development
outcomes. It should, therefore, be a major
plank in Kenya's efforts to build a globally
competitive economy for the achievement of
rapid, sustainable and shared growth.

In the Economic Recovery Strategy (ERS)
unveiled by the NARC Government in 2003,
good governance was identified as one of the
key pillars of the strategy. The key reform areas
targeted were the judiciary, strengthening
of the rule of law, fight against corruption,
improved security as well as enhancement
of transparency and accountability in
public administration systems (IP-ERSWEC,
2003). In 2005, Kenya undertook a detailed
governance survey under the NEPAD-Africa
Peer Review Mechanism (APRM). The review
covered political governance and democracy,
economic governance and management,
corporate governance and socio-economic
development. The key overarching issues that
were identified were management of diversity
in nation building, transformative leadership,
implementation of national development
plans and strategies, constitutional review,

reduction of poverty and inequality of wealth
distribution as well as land, corruption, gender
equity and unemployment of the youth. The
political crisis precipitated by the disputed
December 2007 presidential election and
discussion of the underlying causes of the crisis
have thrust these overarching governance
issues into the national agenda.

The Grand Coalition government policy
agenda, as contained in the Report of the
National Accord Implementation Committee
(NAIC), for instance, promised a new
constitution in 12 months, enhanced war
against corruption by establishing a Truth and
Restitution Commission to bring to closure past
corruption crimes, introduction of legislation
to prohibit any form of ethnic discrimination,
address gender equity and reforms to enhance
service delivery. Thus far, two key bills have
been enacted, namely, the National Cohesion
and Integration Act, and the Truth, Justice and
Reconciliation Commission Act.

In addition, there are various other reforms
at different stages of implementation, some
of which require unprecedented political
commitment. It is important that the NAIC
continues to review and monitor progress in
the implementation of governance reforms.

KENYA ECONOMIC REPORT 2009
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These reports should then
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To enhance predictability, transparency,
accountability and participation so as to
enhance commitment to reforms, it would be
useful to produce and disseminate frequent
progress reports on the National Accord.
These reports should then be presented and
discussed by Parliament.

The Annual Progress Reports prepared by
the Monitoring and Evaluation Directorate
of the Ministry of State for Planning, National
Development and Vision 2030 outline
the various achievements that have been
realized during the 2003-2007 period. The
achievements include: recruitment, training,
equipping and provision of housing units
for the police to enhance performance of
security agents; purging of corrupt judicial
officers; strengthening of the department of
public prosecutions; decongestion of penal
institutions; efforts towards realization of anew
constitution; drafting the Kenya Law Reform
Commission Bill; and institutionalization of
results-based managementin the public sector
to enhance performance and accountability.

With regard to implementation of the NEPAD-
APRM National Programme of Action, the
Kenya Annual Progress Report, June 2006-June
2007, lists various achievements, which include

effortstofinalize the National Land Policy, gains
in poverty reduction, initiatives to restart the
constitutional review process, empowerment
of women through the establishment of the
Ksh 2 billion Women Development Fund,
the passing of the Sexual Offences Bill into
law, carrying out of procurement reforms to
enhance project implementation, increased
budgetary allocations to the Youth Fund, and
efforts towards combating corruption.

2.2 Performance and
Challenges of
Governance in Kenya

Figure 2.1 shows Kenya's governance
performance based on the World Bank's six
aggregate governance indicators. These
are: (1) voice and accountability; (2) political
stability; (3) government effectiveness; (4)
regulatory quality; (5) rule of law; and (6)
control of corruption.

Of the six indicators, Kenya has substantially
increased its score with regard to voice and
accountability, government effectiveness and
control of corruption. However, the country’s
score on political stability, regulatory quality

Figure 2.1: Aggregate governance performance for Kenya, 2002-2006
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and rule of law declined during the period.
The aftermath of the December 2007 General
Elections, including violent clashes and the
political crisis, are likely to see the country’s
governance scores fall further. On the positive
side, the crisis may provide greater impetus
towards re-examination and implementation
of governance reforms.

The key challenges lie in the effective
working of the Grand Coalition government
to deliver on the agreed actions, including
those identified in the Report of the National
Accord Implementation Committee on
National Reconciliation and Emergency Social
and Economic Recovery, and the medium-
term plan for Vision 2030. These actions
include enactment of a new constitution,
operationalization of an independent
Truth, Justice and Reconciliation Act,
operationalization of the National Cohesion
and Integration Act, and fast-tracking the
implementation of Agenda Item 4 of the Kenya
National Dialogue and Reconcilliation.

The overall level of corruption in Kenya
remained largely unchanged between 2004
and 2006, and the country dropped in the
corruption ranking for 2007. The Transparency
International Kenya Bribery Index reveals that
while the likelihood of encountering bribery
had increased, the average size of bribe
declined from about Ksh 4,958 in 2004 to
about Ksh 1,236 in 2006. The most corruption-
prone areas include law enforcement, access
to services such as education and utilities,
compliance with regulations, and in securing
jobs and promotions of staff. The police and
the Transport Licensing Board (TLB) remained
the most corruption-prone institutions. Other
corruption-prone institutions include CDF
offices, law firms, Ministry of Local Government,
Ministry of Public Works and Ministry of
Labour.

Available evidence shows that corruption
remains largely unchanged despite various
measures taken by the government. There
is thus need for a re-assessment of the
countries anti-corruption measures. Such
measures include the enactment of the Anti-
Corruption and Economic Crimes Act 2003,

leading to the establishment of the Kenya
Anti-Corruption Commission (KACC) to fight
corruption, and the Public Officer Ethics Act
that requires government officials to declare
their wealth annually as a way of deterring
illegal accumulation of wealth.

The KACC annual reports reveal enormous
cases of corruption within the public sector.
According to the Commission’s 2007/2008
annual report, one of the key challenges
hindering efforts to fight corruption is the
fact that quick conclusion of grand corruption
cases continues to be delayed through legal
defence opportunities that are afforded in the
Kenyan laws, poor record keeping in public
offices and lack of legal frameworks for dealing
with transnational investigations of corruption
cases. The government should also improve
effectiveness of communication about its
governance efforts to influence perceptions. It
is recommended that bilateral and multilateral
agreements with othercountries be negotiated
and mutual legal assistance laws established
to support transnational investigations. The
fight against corruption, therefore, remains a
major challenge.

2.3 Public Service Delivery

Government efforts to enhance efficient public
service delivery by introducing performance
contracts dates back to 1989 and 1990, with
Kenya Railways and the National Cereals and
Produce Board (NCPB), respectively. Initial
efforts failed due to lack of political will,
coupled with a weak performance incentive
system.

Performance contracting system was re-
introduced in 2003 and by 30 September
2005, it had been introduced in various
state corporations and extended to the
local government. Initial assessment of the
system revealed improved performance in
the participating public agencies (Kobia and
Mohammed, 2006).0n26June2007,Kenyawas
among 14 countries that won the prestigious
United Nations Public Service Award (UNPSA)
for its extensive system of performance-based
contracting and for fostering responsiveness
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There is need to deepen
reforms, including
strengthening citizen
charters, service delivery
surveys, expand and align
performance contracting
system within the MTEF
budget, undertake a
functional review of
government in order to
establish optimal structure
to eliminate duplication
and wastage (inter alia),
implement regular rotation
of employees, and ensure
public service remuneration

reforms.
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and accountability in the civil service. The other
countries that won the award are Australia,
Austria, Azerbaijan, Chile, India, Lebanon,
Morocco, Korea, Singapore, South Africa,
Switzerland and the United Arab Emirates.

Despite significant progress, the public service
faces challenges that require immediate
attention. These include:

« Lack of a clear policy on public service
remuneration, which has resulted in major
distortions in pay structure;

«  Recruitment freezes of the 1990s, which
have created succession management
challenges;

« Lack of parliamentary vetting of most
senior public appointments; and

«  Need to enhance allocations towards
operations and maintenance to enhance
effectiveness.

There is need to deepen reforms, including
strengthening citizen charters, service delivery
surveys, expand and align performance
contracting system within the MTEF budget,
undertake a functional review of government
in order to establish optimal structure to

Table 2.1: Fiscal outturn (percentage of GDP), 2003-2008

Fiscal Outturn (% of GDP) 2003/04
Total revenue 223
Revenue 19.8
A-in-A 2.5
Expenditure and net lending 247
Recurrent expenditure 214
Development expenditure 33
Deficit excluding grants (commitment basis) -24
Grants 14
Deficit including grants (commitment basis) -1.0
Deficit including grants (cash basis) 0.0
Financing 0.0
Foreign financing -0.8
Domestic financing 0.8

eliminate duplication and wastage (inter alia),
implement regular rotation of employees, and
ensure public service remuneration reforms.

2.4 Public Expenditure
Management

In pursuit of rapid, sustainable and shared
growth, effective and strategic public
expenditure is paramount. Kenya's fiscal
performance has improved steadily since
2003/04. However, it was adversely affected in
2008 by economic disruptions arising from the
political crisis of early 2008.

In 2007/08, total revenue increased by 38.8 per
cent (or Ksh 120.9 billion) to stand at Ksh 432.2
billion (or 21.6% of GDP), up from Ksh 311.3
billion in 2005/06. The improved performance
in revenue collection in the recent years has
been due to improved economic performance
and reforms in revenue administration,
including automation and introduction of
electronic tax registers. The key challenges
relate to increased modernization of tax
administration, including use of IT to enhance
efficiency and compliance, simplification of
the tax regime, including adoption of the

2004/05 2005/06 2006/07 2007/08
228 19.9 20.1 216
20.9 18.1 18.4 19.8

19 1.8 1.7 15
238 245 222 26.7
20.2 19.6 17.7 20.1

3.6 43 44 6.6

-1.1 -4.6 -2.0 -5.1

1.2 13 0.8 13

0.1 -33 -1.2 -3.8

0.6 2.3 -2.1 -3.0
-0.6 23 2.1 3.0

0.0 0.1 0.0 0.3
-0.5 23 2.1 2.7

Data Source: Ministry of Finance, Quarterly Budget Review, 2006/07
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One-Stop-Shop (0OSS) concept, expansion
of the tax base, and harmonization of tax
policy and administration in line with regional
integration.

The goals of public expenditure management
are ensuring fiscal discipline, efficient
utilization and strategic allocation of resources.
Expenditure and net lending to public
institutions grew by 39.8 per cent from Ksh
382.8 billion in 2005/06 to Ksh 535.2 billion in
2007/08. This is equivalent to 26.7 per cent of
GDP in 2007/08 (Table 2.1).

The budget deficit (including grants) increased
to Ksh 77.2 billion in 2007/08 or 3.8 per cent of
GDP comparedtoKsh 51.5 billion (3.3% of GDP)
in 2005/06. The government had set a target
of 3.7 per cent of GDP. The budget operations
occasioned a financing requirement of Ksh
60.2 billionin 2007/08 compared to 36.5 billion
in 2005/06. This gap was to be filled mainly
through domestic financing to a tune of Ksh
53.6 billion.

Figure 2.2: Public expenditure allocations by sector,
2002-2007
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Source: Ministry of Planning and National Development Public Expenditure
Review (2007)

The country’soverallfiscal performance compares
well with other countries such as Egypt, Malaysia
and Mauritius,where comparabledataisavailable.
Kenya's fiscal deficit improved significantly
between 1995 and 2005. Other countries such as
South Africa, Thailand, Korea and Singapore have
been able to run fiscal surpluses (see Appendix
Table A2.1).

The government has been improving strategic
allocation of public expenditure by increasing
allocations to priority sectors, with the largest
share going to education, public sector law
and order, physical infrastructure, public
administration, national security and health
in that order as shown in Figure 2.2. There
have been efforts to increase allocations to
the development budget. While the share of
recurrent expenditure in total expenditure
declined from 24.5 per cent in 2005/06 to
22.2 per cent in 2006/07, that of development
expenditure increased from 4.3 per cent to 4.4
per cent.

2.4.1 Public debt

Total public debt decreased from Ksh 717.7
billion by end of June 2006 to Ksh 715.5 billion
by 30 June 2007. There was a reduction in
external debt by about 7.9 per cent partly
due to the appreciation of the Kenya shilling
against the major foreign currencies, and an
increase in domestic debt by 11.1 per cent
mainly due to increased borrowing to finance
the budget. Table 2.2 shows the debt position,
both domestic and external. From the table, it
is clear that the debt burden is on a downward
trend. The total debt situation improved from
48.5 per cent of GDP in 2005 to 44.3 per cent
in 2006 and further to 39.4 per cent in 2007.
These gains need to be sustained.

As shown in the table, debt per capita
increased to Ksh 19,235 in 2007 as compared
with Ksh 17,391 in 2002. The average per
capita debt over that period is Ksh 19,091,
which means that every living Kenyan owes
that much. With a sustainable debt position,
Kenya is not a Highly Indebted Poor Country
(HIPC) according to World Bank classification.
Therefore, the country has not been able
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Table 2.2: Central government’s public debt, 2002-2007 (Ksh million)

2002 2003
Domestic debt (Ksh million) 200,608 245,630
External debt (Ksh million) 359,370 353,264
GDP (Ksh million) 1,035,374 1,131,783
Population (million) 32.2 33.2
Debt per capita (Ksh) 17,391 18,039
Domestic debt as % of GDP 194 21.7
External debt as % of GDP 34.7 31.2
Total debt as % of GDP 54.1 52.9

2004 2005 2006 2007
254,647 253,501 286,451 318,402
443,157 434,453 431,237 397,139

1,273,973 1,418,071 1,620,732 1,814,243

34.2 35.1 36.1 37.2
20,404 19,600 19,881 19,235
20.0 17.9 17.7 17.6
348 30.6 26.6 219
54.8 48.5 44.3 39.4

Source: Government of Kenya (2008), Economic Survey

to benefit from debt relief under the HIPC
initiative.

Nonetheless, the government has been
exploring poverty/development-debt swaps.
In May 2007, a National Debt Sustainability
Analysis was undertaken to form the basis for
the development of a National Debt Strategy
(NDS). The strategy should be completed
to guide debt management reforms, which
will bring Kenya's debt management to
international standards.

2.4.2 Fiscal decentralization

Theleveloffiscal decentralization hasincreased
considerably in Kenya, with more than Ksh 40
billion budgeted (in fiscal year 2007/08) for
disbursement through various decentralized
institutions, including: Constituency Develop-
ment Fund (CDF), Road Maintenance Levy
Fund (RMLF), Constituency Bursary Fund
(CBF), Community Development Trust Fund
(CDTF), Youth Development Fund, Women
Development Fund and Local Authority
Transfer Fund (LATF).

Vision 2030 and the political manifestos of
the country’s major parties indicate the desire
for the country to achieve more effective
decentralization. The major challenge facing
the current decentralization framework is lack
of a clear policy backed with supportive legal
framework. As a result, the administrative
infrastructure for planning, budgeting, over-
sight and monitoring and evaluation remains
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weak and leads to wastage, duplication of
efforts, inefficiencies and corruption.

2.5 Conclusion

In spite of the improvements noted in public
expenditure management, various challenges
remain that need immediate attention. The
legal framework for budget formulation and
preparation remains weak. Legislation on
the budget should be enacted to spell out
the roles of various players, and it should be
harmonized with the draft Fiscal Management
Bill. Efforts should also be made to strengthen
the public expenditure management (PEM)
systemsatthe sub-nationallevel by developing
a clear decentralization policy that has legal
backing and a strengthened administrative
infrastructure.

The implementation of public finance
management reform programme and budget
formulation control, reporting and execution
should be enhanced to bring Kenya’s PEM
system to international standards. In addition,
performance contracting should be reviewed
and strengthened by, for example, anchoring
it within the MTEF budget system. Monitoring
and evaluation should also be strengthened
further especially at the sub-national level.

End notes

I Adapted from Kaufmann et al (2007), “Governance
Matters VI: Governance Indicators for 1996-2006".
Government should improve effectiveness of
communication about its governance efforts to
influence perceptions.



Population Dynamics and Socio-
Economic Performance

The manner in which a country’s population
and socio-economic issues are managed is key
toitssuccessinachieving rapid, sustainableand
shared growth. The mechanisms for achieving
this include opportunity to increase savings
and investment rates and productivity of
labour. This chapter deals with the population
in Kenya in relation to performance of socio-
economic indicators.

3.1 Demographic Transition

In 2007, Kenya's population was estimated at
37.2 million. As at 2005, the population was
growing at a rate of about 2.9 per cent per
annum, one of the highest growth rates among
the countries in comparison (Appendix Table
A3.1). The country is still at the early stages of
demographic transition, characterized by a
large proportion of youth cohort. About 53 per
cent of the Kenyan population falls within the
0-19 years’ age bracket. In the middle-income
countries, the demographic transition is at an
advanced stage, characterized by a fall in the
levels of dependence.

A decline in dependence levels can boost
growth through increased share of the working
people in total population and a high savings

rate.Indeed, some studies on East Asia indicate
that declining dependence ratios may have
boosted growth in some of the countries.

Kenya underwent a demographic transition
in the 1980s and 1990s when fertility and
death rates declined, leading to reduced age
dependency, a large working age population
and slower population growth rates. Fertility
ratesdeclinedfrom8.1 percentinthelate 1970s
to 4.7 in the late 1990s. However, data from
the Kenya Demographic and Health Survey
(KDHS) 2003 indicates that this transition may
have halted, with the fertility rate estimated at
about 4.8 in 2000-2003. This period was also
associated with declining health indicators
such as infant and child mortality rates,
vaccination coverage, and adult and maternal
mortality.

Demographic transitions are important for
public expenditure management in key areas
such as education and training, urbanization,
health and pensions. In the industrialized
countries, which are at very advanced stages
of demographic transition, pension and
support for the elderly increases pressure on
expenditure. Investment in the human capital
of children and youth has the potential of
increasing future economic growth, as they are
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Kenya underwent a
demographic transition
in the 1980s and 1990s
when fertility and death
rates declined, leading to
reduced age dependency,
a large working age
population and slower

population growth rates.
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the next generation of entrepreneurs, parents,
workers and leaders.

Kenya's population and development goals,
targets and objectives for the period up to
the year 2010 are contained in Sessional Paper
No. 1 of 2000 on National Population Policy for
Sustainable Development. Family planning
should be accorded new policy focus to
support demographic transition. In addition,
incentives to support the same transition
should be considered.

3.2 Dependency Ratio

Kenya's population structure reflects a high
age dependency ratio, calculated as the
population aged below 15 and above 64 years
over the working-age population, mainly aged
15-64 years. Results of the Kenya Integrated
Household Budget Survey indicate that the
national age dependency ratio is 84 per cent,
with the rural ratio (91.2%) exceeding the
urban ratio (60.2%). Eastern Province has the
highest dependency ratio at 132.3 per cent
followed by Western Province at 99.4 per cent
and Nyanza Province at 88.0 per cent. Nairobi
has the lowest ratio at 54.4 per cent. Figure
3.1 shows comparative figures in selected
countries; Kenya's dependency ratio appears
among the highest.

Figure 3.1: Dependency ratio for selected countries, 2005

20 40 60 80 100 120

Percent

Source: World Bank (2007)
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The implication of a high dependency ratio
is that Kenya has a big challenge in providing
education, health and other services to a large
cohort of children and youth dependent on a
smaller proportion of a tax-paying or working
population. Failure to play this role effectively
means that the society fails to equip the
next generation with the relevant skills and
healthcare necessary to meet future challenges
in leadership, employment, entrepreneurship
and parenthood. The question is: What have
countries such as China, Korea, Thailand,
Singapore and Ghana done to achieve low
dependency ratios?

China adopted a ‘one child family’ policy in
1979, which limits family size, encourages late
marriage and childbearing and the spacing of
children when the second one is permitted.
About 87 per cent of all married women
use contraceptives. Fertility rate decreased
from 2.9 in 1979 to 1.7 in 2004 and reduced
the dependent population aged 0-14 years.
However, the rapid decrease in birth rate
combined with improving life expectancy
led to another dependency problem, the
“4:2:1" phenomenon, whereby a couple (2) is
responsible for the care of one child and four
parents. In the absence of old-age pensions,
about 70 per cent of the elderly in China are
dependent on their offspring.

In an attempt to reduce the burden of the
4:2:1 phenomenon, the Chinese government
has eased access to pensions and launched
schemes to encourage saving for private
pensions. In addition, it is expected that the
one-child policy will be relaxed gradually to
address the anticipated high dependency
ratio. Some cities are allowing couples to
have a second child for the same reason.
The government is also piloting an incentive
programme aimed at reducing the tendency
among rural residents to have more children
so that they can be supported during old age.
The pilot programme grants US$ 6 per month
to each rural parent who is over 60 years of age
and has one child or two girls.

The low dependency ratios in Korea and
Thailandhavebeenachievedthroughreduction
in fertility rate, increase in life expectancy,
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employment growth due to technological
advancement, and a high retirement age
of 60 years. Similar strategies have reduced
dependency in Singapore. In addition,
Singapore has placed strong emphasis on
high economic growth and prudent fiscal
management to stimulate political, economic
and demographic initiatives. The country has
also relied upon relatively large-scale and
sustained but selective migration, opening
of job placement offices for the elderly and
introduction of subsidies to companies that
offer employment to elderly workers.

Ghana has relied upon a strong campaign
to curb population growth. It was the third
country in Africa, after Mauritius (1958) and
Kenya (1967), to develop a comprehensive
population policy in 1969. In 1970, the
Ghana National Family Planning Programme
was implemented with the aim of slowing
population growth to 1.7 per cent annually.

3.3 Labour Force and
Employment

In the period 1990-2005, Kenya's average
annual labour force growth was about 3.0 per
cent. This growth is among the highest in the
countries under comparison (Appendix Table
A3.2).1n 2007, the labour force stood at about
14.6 million, which was largely youthful, with
about 58 percentbeing within the 15-34 years'’
age bracket. The policy implication is that
creation of jobs should expand at the same
rate to forestall increase in unemployment.

In 2006, unemployment rate was estimated at
about 12.7 per cent, which is an improvement
over the 14.6 per cent recorded during
the 1998/99 labour force survey. Urban
unemployment was higher than rural
unemployment at 19.9 per cent and 9.8 per
cent, respectively.

Kenya faces five key employment challenges,
namely: high youth unemployment; rapidly
growing labour force; under-employment;
the problem of the working poor; and gender
inequality in employment. Unemployment is

highest within the age groups of 15-19 and
20-24 at about 25 per cent. Female youth
unemployment is higher in these age groups
at about 27 per cent. Youth unemployment
is, therefore, more than double the national
unemployment rate.

The level of under-employment (i.e., the
proportion of employed people who are
involuntarily working less than the normal
hours of work) is also relatively high. The rate
of under-employment to the labour force is
21.4 per cent. This rate was higher in rural
areas than in urban areas at 23.9 per cent and
14.6 per cent, respectively.

The informal sector remains the major
employer, accounting for over 75 per cent of
total employment. In 2006, informal sector
employment grew by 6.5 per cent, creating
410,000 new jobs compared to formal sector
employment that grew by 2.8 per cent or
50,000 new jobs (Appendix A3.3). However,
a large number of those employed in the
formal sector are the ‘working poor’' Figure
3.2 shows that Kenya has a large proportion
of this group compared to other regions of
the world. The predominance of informal
employment also raises policy questions
related to the decency of employment.?

Sector analysis of employment reveals that
the services sector is the main source of
employment (Appendix A3.4). In 2007, the
sector accounted for approximately 60 per
cent of formal sector employment, while the
manufacturing sector accounted for less than
10 per cent. In terms of gender, formal sector
employment is still male-dominated, with
women accounting for about 30 per cent of
total formal employment. Of female employees
in the modern/formal sector, about 58 per cent
work in the community, social and personal
services.?

Kenya faces five key
employment challenges,
namely: high youth

unemployment; rapidly

A detailed study on employment is necessary to &rowing labour force; under-

identify innovative and highly effective policy
measures to address the above challenges and
provideabasisforthe developmentofanational
employment strategy and policy. In particular,
innovative interventions to generate quality
jobs for the youth are critical and urgent.
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employment; the problem
of the working poor;
and gender inequality in

employment.
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The proportion of the
population living in
poverty has declined
but the number of those
living below the poverty

line has increased.
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Figure 3.2: Proportion of working poor against total
employment among regions, 2007
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3.4 Poverty and Income
Inequality

Kenya's poverty levels are estimated to be
on the decline, but there are significant
differences within and across provinces.
Data available from the Kenya Integrated
Household Budget Survey (KIHBS) show
that national absolute poverty declined to
about 46 per cent in 2005/06 from 55.5 per
cent in 2000. Although the proportion of the
population living in poverty has declined, the
number of those living below the poverty
line is estimated to have increased from 13.4
million in 1997 to about 16.6 million in 2006.

The incidence of poverty is higher in rural
areas at 49.1 per cent compared with 33.7 per
cent in urban areas. There are also regional
differentials, with Central Province having
the least prevalence while North Eastern and
Coast provinces showed increasing poverty
levels (Figure 3.3).

There are also substantial differences in
poverty within regions (i.e. provinces). For
instance, while overall Central Province
recorded improvements in poverty reduction,
the levels of poverty in Nyandarua District
increased from 30.3 per cent in 2000 to 46.1
per cent in 2005/06. Also, although poverty
levels increased in Coast Province as a whole,
there were notable reductions in poverty
level in Taita Taveta and Lamu districts.

National surveys set the rural poverty line at
Ksh 1,239 and Ksh 1,560 per month in 1997
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Figure 3.3: Overall rural poverty levels in Kenya by
province, 1997, 2000 and 2005
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and 2005, respectively. The corresponding
poverty lines for urban areas were Ksh 2,648
and Ksh 2,930. At the current exchange rate,
the national poverty line for the rural areas is
lower than the international poverty line of
USS 1 per day. When per capita incomes are
adjusted for the cost of living, the 1997 per
capita income levels are almost at par with
2005/06 levels.

Analysis of household consumption expe-
nditure distribution reveals that the poorest 10
per cent (1%t 10%) of rural households control
only 1.63 per cent of the total expenditure,
while the richest 10 per cent (10™ 10%) control
35.9 per cent of total household expenditure.
Cumulatively, the top (richest) 30 per cent of
households control 63.8 per cent of household
expenditure.  Figure 3.4 presents the
distribution of expenditure shares for every 10
per cent of the rural households, starting with
the poorest 10 per cent (15 10%) to the richest
10 per cent (10" 10%).
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Figure 3.4: Expenditure shares for rural households in Kenya
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Figure 3.5: Gini coefficient for selected countries (in %),
1999-2003
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Kenya is among the countries with relatively
high levels of inequality. Recent comparative
data indicates that the country compares
unfavourably with Ethiopia, Tanzania, Egypt
and Ghana. Figure 3.5 lists inequalities of a
number of countries as measured by the Gini
coefficient.*

The inequality situation in Kenya has been
improving. Currently, the Gini stands at 0.41,

having declined from 0.43 and 0.45 in 2000
and 1995, respectively.

A recent approach to the analysis of
inequality (World Bank, 2006) identifies
three inter-locking mechanisms: political,
economic and social-cultural inequalities.
These mechanisms interact with institutions
(including laws, regulations, norms and
customs) to perpetuate inequalities and
could generate ‘inequality traps, whereby
they are passed over from one generation to
another. Itisimportant, therefore, that in their
conceptual design, policy makers take into
consideration the political, socio-cultural and
economic aspects of inequality and how they
interact with institutions in the society.

Kenya'simprovementsinpovertyreductionand
income inequality have been attributed to the
recent policies that have focused on increasing
resources to the social sectors (education and
health), infrastructure development, use of
decentralized funds such as the Constituency
Development Fund, and increases in per
capita income. The creation of the Ministry for
Northern Kenya and Arid Areas is expected
to address spatial inequalities that have led
to stagnation in the North Eastern and Coast
provinces.

The country can continue to address income
inequalities through enhanced budgetary
reforms that continually improve the efficiency
and effectiveness of public resources directed
towards the social sectors, maintenance of a
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stable macroeconomicenvironment, equitable
infrastructure development, effective fiscal
decentralization and implementation of land
reforms. The latter would address inequities
in access to land. On the social-cultural side,
institutionalized gender bias needs to be
addressed through reform of out-dated
socio-cultural practices. In addition, the
proposed National Ethnic and Race Relations
Commission should help to promote equity
and peaceful co-existence. On the political
front, the key challenges include enactment
of a new constitution, strengthening of the
electoral process, and reform of the judicial
system to enhance equal access to justice.

3.5 Health

A country has to invest in, among other areas,
healthif it has to accumulate the human capital
necessary for sustainable economic growth.
Healthy individuals increase their value in the
labour markets. An increase in productivity
frees up resources to create new technologies,
new businesses and new wealth, eventually
resulting in increased economic growth and
human welfare.

3.5.1 Sector performance

The social and private returns to health are
enormous, as some of the health problems
may be contagious. The health sector grew by
about 3.9 per cent in 2007 and its share in GDP
isabout 2.5 per cent. Employment in the sector
also grew by 7.8 per cent from 97,542 in 2003
to 105,834 persons in 2006.

This section provides an overview of public
expenditureonhealthandthe sectoroutcomes
in the form of life expectancy, fertility, mortality
and nutrition. It also identifies the underlying
challenges and policy options.

Public expenditure and policy framework

Healthcare in Kenya is financed from
different sources, including the government,
employers, development partners, private
companies, non-government organizations
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(NGOs) and households. The Kenya National
Health Accounts report of 2002 revealed
that households contributed 51.1 per cent
of their healthcare cost, while government,
development partners and NGOs contributed
29.6 per cent, 16.3 per cent and 0.6 per
cent, respectively. This changed with the
introduction of the 10/20 policy aimed
at reducing the burden of cost sharing.
The government has also been increasing
expenditure allocations to the health sector as
part of the ERS policy to enhance equity.

Total health spending increased from Ksh
15.4 billion in 2002/2003 financial year to Ksh
32.4 billion in 2007/08. As a result, per capita
expenditure increased from US$ 6.52in 2003/04
to about US$ 13.8in 2007/08, although this was
still below the WHO recommended level of US$
34 (Table 3.1). As a share of GDP, expenditure on
health is estimated at about 2 per cent.

Expenditure on preventive and promotive
health as a share of total ministry expenditure
increased from about 5.3 per cent in 2002/03
to about 9.8 per cent in 2006/07. Rural health
expenditure has also been increasing in line
with government policy. Although the share
of expenditure on curative health is declining
gradually, it still takes the largest share of
ministry expenditure (Table 3.1).

Per capita health expenditure in purchasing
power parity (PPP) and as a share of GDP
remains comparatively low in sub-Saharan
Africa. In PPP terms, Kenya performs poorly
against Uganda and other countries under
comparison; Kenya spent about USS 86
compared to Uganda'’s US$ 135, South Africa’s
USS$ 748 and South Korea’s US$ 1,135 as shown
in Table 3.2.

The health sector is one of the key components
in addressing equity under the social pillar
in Vision 2030. The current policy framework
is outlined in the National Health Sector
Strategic Plan (NHSSP), 2005-10 whose theme is
“Reversing the Trend". The NHSSP specifies the
objectives, strategies and priority goals for the
sector up to 2010. The key objectives include
increasing equitable access to health services,
improvement of quality and effectiveness of



POPULATION DYNAMICS AND SOCIO-ECONOMIC PERFORMANCE

Table 3.1: Total spending on health (Ksh million)

Ksh Million 2002/03 2003/04 2004/05 2005/06 2006/07 2007/08
(Printed) (Estimates)
Recurrent 14,405 15,438 17,417 19,765 21,484 22,745
Development 946 1,003 1,741 3,242 5,988 9,609
Total 15,351 16,441 19,158 23,007 27,472 32,354
MoH expenditure per capita Ksh 469.40 487.90 552.90 646.30 750.60 983.00
uss$ 6.10 6.52 7.40 9.10 10.90 13.80
MoH expenditure (gross) as % of total government
Recurrent 8.69 7.76 7.66 6.29 7.50 6.70
Development 5.12 2.77 2.01 373 7.70 5.80
Total 833 6.99 6.10 5.73 7.60 6.40
MoH expenditure (gross) as % of GDP
Recurrent 1.40 1.41 1.41 1.29 1.20 1.10
Development 0.09 0.09 0.14 0.21 0.30 0.60
Total 1.49 1.51 1.55 1.50 1.50 1.70
Expenditure as % total MOH expenditure
Preventive and promotive 5.30 5.80 9.00 8.30 9.80 21.00
Rural health 10.60 13.00 13.10 16.50 14.90 15.30
Curative 50.80 48.50 46.00 46.50 45.00 39.30

Source: Ministry of Health (2008)
Table 3.2: Per capita health expenditure for selected
service delivery, and improved financing of the ~ countries, 2004

healthsector.Thekeypublicexpenditurepolicies Country Public Private Per capita
include increased resources to dispensaries % GDP % GDP USS (ppp)
and rural health centres to enhance equity and Tanzania 17 23 2

access.The strategy also calls for increased focus

of the Ministry from curative to preventiveand ~ Mozambique 27 13 42
promotive healthcare. Kenya 1.8 23 86
The government still maintains the cost Uganda = Sl 155

sharing policy, but it has harmonized user fees Egypt 22 37 258
to enhance equity and access by introducing

; i . ) China 1.8 2.9 277
the 10/20 policy. Through this policy, patients
are charged only for registration and services | Thailand 23 12 293
at Ksh 10 and Ksh 20 in dispensaries and health Malaysia 29 16 402
centres, respectively. The government also »
. T . Mauritius 24 1.9 516
has fee waiver provisions and exemptions to
ensure that the poor have access to healthcare Chile 29 32 720
services. Moreover, treatment policies have South Africa 35 51 748
been introduced to help curb high morbidity ;
. . . Singapore 13 24 1,118
rates of emerging diseases such as TB, malaria
and HIV/AIDS. For instance, TB treatment Korea 29 2.7 1,135
and provision of ARVs is free in public health Argentina 43 53 1,274
facilities. NASCOP is also up-scaling the HIV/
AIDS programme. Data Source: UNDP, Human Development Report (2007/08)
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Procurement and distribution of medical
supplies (drugs and non-pharmaceuticals)
has been continuously reformed to enhance
efficiency. Each hospital now receives drugs
every month, while dispensaries and health
centres receive an enhanced drug kit once
every three months.?® Kits for rural health
facilities have been revised to include non-
pharmaceuticals that were previously not
in the kits, such as dressings, gloves and
gauzes. Recent policy reforms have started
bearing fruits. However, there are still major
challenges.

Life expectancy

Kenyan'slifeexpectancyatbirth stoodatabout
60 years in early 1980s. It declined to about 45
years by 2002 before increasing to about 53
years in 2006. The fall in life expectancy has
been attributed to the emergence of diseases
such as HIV/AIDS, malaria and TB, among
others, as well as stagnation in economic
growth. However, as shown in Figure 3.6,
3.10 and 3.11, there has been improvements
in life expectancy, infants mortality and HIV/
AIDS prevalence in the recent years. This
could be attributed to, among other things,
increased funding to health. For instance, the
government has reduced the cost of ARVs
and malaria drugs. There is also a policy of
free treatment for all under-5 year olds.

In Kenya, life expectancy has a gender
dimension (Figure 3.6). In some years, life

Figure 3.6: Life expectancy at birth in Kenya
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expectancy for men has been higher than for
women. It is only in 2007 that both men and
women had almost the same life expectancy
levels.

Aregional dimension can be observed too. For
instance, some districts such as Meru exhibit
higher levels of life expectancy of more than
60 years while others such as Mombasa have
low life expectancy of about 30 years® mainly
due to differences in incidence of disease.

In a comparative perspective, Kenya and
many other sub-Saharan African countries
perform poorly on life expectancy as an
indicator. Globally, this indicator has risen over
time as shown in Figure 3.7, with the largest
gains realized in middle-income countries of
Singapore, Korea, Argentina and Chile, which
had a life expectancy of over 75 years in 2006,
a significant improvement since 2002.

Most sub-Saharan African countries had a life
expectancy of below 50 years by 2006, though
Egypt had attained life expectancy of about
70 years and Mauritius even slightly more.
This is attributed to improvement in human
development indicators in these countries,
including low levels of child mortality, high
levels of immunization rates and steady
economic growth. The initial impressive
gains in life expectancy over the past several
decades have been slowed in many countries
or, in the most serious cases even reversed,
due to the impact of HIV/AIDS pandemic. For
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Figure 3.7: Life expectancy for selected countries, 2002-2006
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Figure 3.8: Fertility rates for selected countries instance, in a country such as Mozambique,
life expectancy has declined to below 40 years.
osntna Provision of improved healthcare is critical in
Brazil Kenya's efforts to enhance life expectancy,
Chile and the big regional disparities should receive
i attention.
India
Thailand Fertility
Malayasia Kenya's fertility rates are among the highest
I donesia as shown by the comparative data in Figure
, 3.8. The number of births per woman, which
Singapore . .
> had declined from an average of about 8.1 in
:E:, Korea 1975-78 to about 4.7 in 1995-98 increased to
8 Seychelles 4.8 in 2000-2003. Although fertility rates have
Botswana declined almost universally in all countries,
Mouritius they remain comparatively higher in less
developed countries. However, while fertility
Ghana rates are high in Africa and the Middle East,
Tunisia they are below replacement rates in East Asia,
Egypt and Central and Eastern Europe.
south Africa There are considerable differences within the
fanzania eight Kenyan provinces, with the rates being
Uganda highest in North Eastern Province and lowest
Kenya in Nairobi Province. It should be noted that
0 7 2 3 4 5 & 7 8 areas/regions with high levels of development,
Per cent education and improved health services for
children and mothers have low fertility and
Data source: World Bank (2007), World Development Indicators mortality rates.
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Under-5 mortality rates

The probability that a newborn baby in Kenya
will die before reaching five years of age,
measured through the under-5 mortality rate,
is high relative to many of the countries under
comparison (Figure 3.9).

Under-5 mortality is below 20 per 1000 in some

Figure 3.9: Under-five mortality rate for selected countries
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Figure 3.10: Infant mortality in Kenya by region
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Asian countries while it is above 100 per 1000
in sub-Saharan Africa (SSA), Kenya included.
Child mortality from malaria accounts for the
highest increase in SSA. Other increases in child
mortality are due to HIV/AIDS, acute respiratory
infections, diarrhoeal diseases, measles and
malnutrition.The quality and availability
of prenatal services, and mother's level of
education determine child mortality rates.

Regional comparison within Kenya indicates
that infant mortality is higher in rural than
urban areas. It is also conspicuously higher in
some provinces such as Nyanza, Western and
Coast as compared to other provinces.

Maternal mortality

Itis estimated thatin Kenya, maternal mortality
per 100,000 was 670 in 1990, 365 in 1990-
94, 590 in 1998 and 414 in 2003 (Ministry of
Health, 2007). Approximately 14,700 women
of reproductive age die each year due to
pregnancy-related  complications,  while
between 294,000 and 441,000 suffer from
disabilities caused by complications during
pregnancy and childbirth.

Maternal deaths have both direct and indirect
causes. About 80 per cent of the deaths
have causes directly related to pregnancy
and childbirth (i.e., unsafe abortions and
obstetric complications such as severe
bleeding, infection, hypertensive disorders
and obstructed labour). Women also die of
causes such as malaria, diabetes, hepatitis and
anaemia, which are aggravated by pregnancy.

There is lack of reliable regional estimates of
maternal mortality. In addition, figures vary
widely by source and are highly controversial.
They should, therefore, be interpreted with
caution.

HIVIAIDS prevalence

HIV/AIDS remains a major challenge not
only in Kenya but also in the whole of SSA
because of the relatively high prevalence and
its devastating effects. Since 1986, more than
75 per cent of all AIDS cases in Kenya occur in
adults between the ages of 20 and 45 years,
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with the most affected being females of 25-29
years of age and males of 29-34 years of age.
Encouragingly, due to concerted effort to fight
the scourge, the prevalence has been steadily
decreasing as shown in Figure 3.11. The rate
stood at 6.7 per cent in 2003, having declined
from 10.2 per cent in 2002.

Despite the decline, there are pockets of
resistance, especially with regard to some
regions of the country and prevalence among
young women. As per the Kenya Demographic
and Health Survey (KDHS) 2003 study, Nyanza
Province recorded the highest prevalence rate
of 15 per cent followed by Nairobi with 10 per
cent, Coast with 6 per cent and Rift Valley with
5 per cent.

AppendixTable A3.10showstheHIV prevalence
among pregnant women attending antenatal
clinics in sentinel surveillance sites across
provinces. Although the prevalence rate
declinedby43percentbetween2001and 2004,
therateis higher than the national average. For
instance, in 2003, the national average was 6.7
per cent compared with 9.3 per cent among
pregnant mothers. This is an indication that
women, particularly pregnant mothers and
children at birth are more vulnerable.

Country comparisons on the prevalence of
HIV/AIDS show that southern African countries
of Botswana, Zimbabwe and South Africa
are still leading in SSA. As Figure 3.12 shows,
the highest prevalence rate in 2007 was in
Botswana, which stood at 23.9 per cent. The
rate among most of the other SSA countries
was between 5 and 10 per cent.

Considering its devastatingimpact on the most
productive segment of the population, and
the high cost of caring for AIDS sufferers and
orphaned dependants, Kenya should sustain
its focus on the HIV/AIDS scourge with the aim
of minimizing the prevalence rates. The focus
shouldremainonidentifyingandimplementing
new and innovative interventions, especially
those targeted at the most resistant pockets.
However, examples of countries such as Brazil
and Cuba (Box 1) show that what is really
required is a keen, sustained and aggressive
awareness campaign; promotion of condom
use and other preventive measures; provision

Figure 3.11: HIV/AIDS prevalence in Kenya
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Data Source: Ministry of Health (2007) Facts and Figures; NACC/NASCOP (2007)

Figure 3.12: HIV/AIDS adult prevalence rate for some
selected countries (2007)
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of affordable or free treatment; and a close
monitoring of the situation to identify pockets
of resistance and addressing them.

Nutrition

Stunting is the biggest nutrition problem
among the under-5 children in many regions
of Kenya, with a national average of about 33
per cent’ This is worse than the average for
developing countries where atleast 27 per cent
and 31 per cent of the under-5s were suffering
from moderate to severe underweight and
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Brazil

Brazil is a global model for prevention and treatment
of HIV/AIDS. lIts prevalence rate has been low and
steady at 0.5 since 2000, according to UNAIDS. In the
early 1990s, Brazil began rigorously promoting condom
use-a campaign that is stepped up every year in the
lead-up to the annual carnival. In 1996, the government
offered free HIV treatment to everyone, using Brazilian
pharmaceutical companies to supply cheap generic
drugs. The free treatment helped people to come
forward for testing, knowing that they would not face
a potential death sentence. Brazil's treatment coverage
is among the most comprehensive in the world. The
country also promotes HIV testing, condom use, sex
education and AIDS prevention programmes in schools.
Condom usage has grown by 50 per cent between 1998
and 2005, according to UNAIDS. However, infection
rates among injecting drug users are still very high.
Studies in the states of Bahia, Rio Grande do Sul and
Sao Paulo found that 37 per cent of injecting drug users
were infected, according to UNAIDS.

Cuba

Cuba has been extremely successful in containing the
HIV virus-its prevalence rate is one of the lowest in
the world at 0.1 per cent. The government has used
controversial methods to prevent its spread. When
the country’s first case emerged in the early 1980s,
the government declared a public health emergency. It
forcibly quarantined people living with HIV, and traced
and tested their sexual partners. It tested all Cubans
who had visited Africa, as well as pregnant women.
Those found to be HIV positive received treatment to
prevent transmission to their unborn children, and
their babies were delivered by caesarean section.

At the same time, a massive media and information
campaign was launched to teach people about the

Box I: Some success stories in the fight against HIV/AIDS

virus and encourage them to use condoms. The rules
have been relaxed a little since then. There is no forced
testing, but high-risk groups are strongly encouraged
to come forward for the test. Those found to be HIV
positive attend a two-month education programme in
a sanatorium. The government maintains a database of
those with HIV and their chain of sexual partners. Until
2001, very few anti-retroviral drugs were available on
the island because of a US trade embargo. The WHO
says 100 people received treatment through donations.
However, in 2001, Cuban laboratories began making
generic versions, and now the government offers free
treatment to all AIDS patients. UNAIDS says death rates
have fallen by 72 per cent since 2001.

For more details see http://.alertnet.org/db/crisprofiles/
HIV_CAR.HTML?v=in_detail

Malaysia

Deep-rooted reticence about discussing sex and
reluctance to admit the existence of a problem hinder
Malaysia's fight against HIV/AIDS as infection levels
accelerate. Marina Mahatbhir, President of the Malaysian
AIDS Council, is of the view that the country is failing to
tackle HIV/AIDS because Malaysian society is clinging to
its Asian values and refusing to talk about the problem;
and that the government’s earlier reluctance to
introduce sex education in schools has also hampered
efforts. Malaysia has 57,000 reported HIV/AIDS cases,
up from 3,000 a few months earlier, according to
Marina. Needle sharing accounts for nearly 80 per cent
of the cases, and heterosexual transmission (12%) is
the second leading cause. According to Marina, the
government needs to take the lead in the fight against
the scourge as opposed to piecemeal efforts.

For more details, see http://www.utopia-asia.com/
aidsmal.htm

stunting, respectively, between 1995 and 2003.
Available data indicates that there have been
improvements since 2000 with the number
of those that are stunted, underweight and
wasted declining from 35.5, 21.2 and 6.0 to
30.7,20.2 and 5.7, respectively, by 2003.2

There are regional disparities in the prevalence
of stunting (Table 3.3). Between 2003 and
2006, all provinces registered an increase in
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stunting. In addition, only four provinces have
a prevalence rate better than the national
average of 35. North Eastern and Eastern
provinces had the worst rates at about 44 per
cent and 43 per cent, respectively, in 2006.
There is, thus, need for regional considerations
in the country’s effort towards elimination
of stunting and other forms of malnutrition,
through such programmes as school feeding.
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Table 3.3: Prevalence of stunting by province

Province 1993 1994 1998 2003 2006
Nairobi 24.2 30.2 257 187 278
Central 30.7 28.7 275 270 300
Coast 413 383 391 349 36.0
Eastern 394 385 368 325 426
Nyanza 321 364 308 311 36.2

Rift Valley 28.5 31.8 331 316 321

Western 30.0 37.0 350 302 327
North Eastern - - - 243 444
National 32.7 33.6 33.0 30.7 34.7

Source: Ministry of Health (2008)

Experiences from other countries show that
besides investments in health and education
(high literacy rates are associated with
better nutrition intake), food fortification
is becoming a simple and cost-effective
method of addressing the issue of nutritional
deficiencies. In Malaysia, the campaign focuses
on fortification of staple foods (e.g. wheat flour)
with micronutrients.

Fortification of staple foods is a well-
established practice in developed countries
where fortifying flour with iron and folic
acid has contributed to a dramatic decrease
in micronutrient deficiencies. For instance,
available information shows that following
the introduction of mandatory folic acid
fortification, serious birth defects in USA,
Canada and Chile went down by more than
a third in five years.” The success of the global
campaign to iodize salt is proof of the potential
of the fortification approach.

Nutrition components have been successfully
incorporated into anti-poverty and safety
net programmes on a large scale in Mexico
and Central America. Thus, for example, cash
or food has been transferred in return for
school attendance and the attendance of pre-
schoolers at health clinics. These programmes
have combined to reduce poverty today, while

safeguarding human capital accumulation for
the next generation.

Access to health services

Distribution of health facilities

Kenya has a pluralistic health system, where
both the government and the private sector
are involved in the provision of healthcare
services."” Consequently, a large and diverse
non-government health sector has developed,
withfacilitiesrangingfrom specialized hospitals
and clinics to nursing homes and dispensaries.
Private providers are perceived to be more
efficient and offer higher quality service than
public sector providers.

Within the government system, health
centres and dispensaries are very important
as they provide the first contact of healthcare
provision before a patient is referred to the
hospitals for specialized treatment. In 1999,
the government controlled about 52 per
cent of health facilities in the country while
private providers controlled the rest. However,
the situation had changed by 2006, with the
government share declining to 41 per cent.
The number of hospitals increased by 35 per
cent between 1999 and 2006, with the growth
in the government-controlled ones being
higher at 44 per cent (Tables 3.4 and 3.5).

This increase in private health facilities is partly
attributable to relaxation, in the 1990s, of
regulations that allowed medical professionals
(doctors, dentists and clinical officers) in
public employment to run their own clinics.
Despite the big increase in the number of
health centres by private providers, the overall
increase between 1999 and 2006 was 12.4 per
cent.

Although the number of health facilities in the
country increased between 1999 and 2006,
facility-to-population ratio declined from 6,521
t06,629;thatis,in 1999 eachfacility, irrespective
of its category, was serving less people than in
2006. There was thus less congestion in the
facilities. Apparently, the population increased
faster than the rate at which health facilities
were established during the period. The
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The share of health
facilities under control of
the government declined

from 52 per cent in

1999 to 41 per cent in
2006 while that of the
private sector increased
from 48 per cent to 59

per cent.
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Table 3.4: Distribution of health facilities by controlling agency, 1999

Hospitals Health

centres

Government 110 465 1583
NGOs/Private m 115 992
Grand total 221 580 2575
% total 5 14
Facility/population 126,697 48,276 10,874
ratio

Dispensaries

Nursing & Clinics &

maternity medical
homes centres
0 94 2252 52
189 635 2042 48
189 729 4294 100
4 17 100
148,148 38,409 6,521

Source: Government of Kenya (2001)

Table 3.5: Kenya’s health facilities by type and running agency, 2006

Hospitals Health

centres

Government 158 459 1,503
NGOs/Mission 74 172 546
Private/Community 68 21 203
Grand Total 300 652 2,252
Facility/population 113,333 52,147 15,098
ratio

% total 5.8 12.7 43.9

Dispensaries Nursing & Clinics &
maternity medical
homes centres
0 0 2120 41
0 0 792 15
191 1,734 2,217 44
191 1,734 5,129 100
178,010 19,608 6,629
3.7 338 100

Data Source: Ministry of Health (2007)

critical issue for the country is to ensure that
health facilities are utilized at an optimal rate
and that health infrastructure development
matches the rate of population growth, which
is consistent with the demographic transition
that the country requires.

Health facility density and personnel by region

The Rift Valley Province leads with about 1,243
healthinstitutionswhile North Eastern Province
had only 146 by 2006 (Figure 3.13). The same
provinces enjoyed the largest and lowest rates
of growth in the number of facilities between
2002 and 2006, respectively. Interestingly,
the provinces that had the largest number of
health institutions by 2002 had also the highest
increases between 2002 and 2006.

With regard to the number of health facilities
per 100,000 people, the data shows a different
picture (Appendix Table A3.6). Between 2002
and 2006, Central Province had the highest
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number of facilities at approximately 20,
followed by Coast and Eastern provinces at
approximately 18 and 15, respectively. Western
Province had the smallest ratio at an average
of 9.3, followed by Nyanza and North Eastern
Provinces at 10 and around 11, respectively.
Even though Rift Valley had the highest
number of health facilities, the province may
have suffered from congestion. Policy makers
should base their decisions and planning on
this kind of ratio rather than absolute number
of facilities in different regions.

The number of health professionalsin relation
to the population is very low in Kenya, mainly
due to flight to other countries for better
employment opportunities and for other
reasons, as well as due to government freeze
on employment in line with its agreement
with the World Bank to reduce the wage
burden. It is only recently that recruitment of
more personnel (especially nurses) resumed.
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Figure 3.13: Number of health institutions by region

1400
1300
1200
1100
1000 ‘
900 ‘ ‘
5 800 - ‘ ‘
T 700 | | ‘ ‘
2 60 A | ‘ ‘ \
500 ‘ ‘ ‘ ‘
o w 1
300
200 o ‘ | |
<1l | ; 1
01 Nairobi Central Coast Eastern North Eastern Nyanza Rift Valley Western
@ 2002 356 819 519 778 127 466 1082 352
B 2003 361 829 525 788 127 472 1096 357
@ 2004 377 868 550 824 135 494 1146 373
B 2005 389 894 566 849 139 509 1181 385
W 2006 409 972 624 952 162 601 1308 443
W 2007 409 993 660 1138 217 738 1525 514

Data Source: Government of Kenya (2008) Economic Survey

Comparatively, while Kenya had only 14
physicians for every 100,000 people during
2000-2004, Korea had 157 and Singapore had
140as shownin Figure 3.14. Within Africa, South
Africa and Egypt performed better, with 77 and
54 physicians per 100,000 people, respectively.
Apparently, for Kenya to make a significant
impact on its health challenges, it has to make
innovative interventions to stimulate massive
training and retention of physicians.

The problem of inadequate personnel seems
to be most prevalentin Africa, but the severity
varies across countries. There are fewer than
10 doctors for every 100,000 people in 24 of
the 44 SSA countries.

One of the reasons for the poor doctor to
population ratio is brain drain (Box 2). For
example, there are more Senegalese (and
Ethiopian) physicians in Chicago than in
Senegal (and Ethiopia). According to an
undated report, on average, Kenya loses 20
medical doctors each month.” The report
says that Ghana lost 20 per cent of its medical
doctors in the 1980s and that 600-700
Ghanaian physicians are currently practising
in the US alone, a figure representing almost
half of the total population of doctors in
Ghana.The same problem affects other health
professionals, including nurses, pharmacists
and clinical officers.

Women attending antenatal clinics

In Kenya, 71 per cent of women who attend
antenatal clinics do so in government facilities,
mainly in health centres (27.5%) and hospitals
(23.1%). Most of the women who seek these
services in private facilities do so in mission
hospitals/clinics (14.9%) and private hospitals/
clinics (12.5%) as opposed to those who use
nursing and maternity homes and other
private facilities.

The way a newborn child is handled at birth
increases or reduces his/her life expectancy
and that of the mother. Only about 40 per
cent of the total number of births in Kenya
in 2003 were delivered in a health facility,
which was worse than in the 1990s (Table
3.6). This is attributable to the declining ratio
of health facilities 